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Preface

This report was prepared as part of the Kentucky Long-Term Policy Research Center’s mission
to serve as a catalyst to change the way decisions are made in government by providing
policymakers a broader context in which to make decisions, taking into consideration the
long-term implications of policy, critical trends, and emerging issues which may have a significant
impact on the state. Here we focus on the potential benefits of cultivating and advancing
entrepreneurship and small business development as economic development tools, the present status
of the Commonwealth’s entrepreneurial capacity, trends likely to influence entrepreneurship in the
coming years, and ways of leveraging a more entrepreneurial culture. This report should be of
interest to anyone interested in the development of Kentucky’s full economic potential.

Please note that the Cabinet for Economic Development has expressed concerns about the
findings of this report. The Cabinet's complete comments appear as Appendix H.

KENTUCKY LONG-TERM POLICY RESEARCH CENTER

The Kentucky Long-Term Policy Research Center was created by the General Assembly in
1992 to bring a broader context to the decisionmaking process. The Center's mission is to illuminate
the long-range implications of current policies, emerging issues, and trends influencing the
Commonwealth's future. The Center has a responsibility to identify and study issues of long-term
significance to the Commonwealth and to serve as a mechanism for coordinating resources and
groups to focus on long-term planning.

Governing the Kentucky Long-Term Policy Research Center is a 21-member board of directors
that includes four appointees from the executive branch, six from the legislative branch, and 11 at-
large members representing citizen groups, universities, local governments, and the private sector.
From the at-large component of the board, six members are appointed by the Governor and five by
the Legislative Research Commission. In accordance with its authorizing legislation, the Center is
attached to the legislative branch of Kentucky state government. The makeup of its board, however,
affords it functional independence and permits it to serve both the executive and legislative branches
of government equally, as well as the public.

Michael T. Childress is the executive director of the Center. Those interested in further
information about the Kentucky Long-Term Policy Research Center should contact his office
directly:

KENTUCKY LONG-TERM POLICY RESEARCH CENTER
1024 Capital Center Drive, Suite 310
Frankfort, Kentucky 40601-8204
Phone: 502-573-2851 or 800-853-2351
E-Mail; ltprc@mail.Irc.state.ky.us
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Summary

hile we have made much progress, development of the Commonwealth continues to be
frustrated by high rates of poverty, low wages and an historically poor educational status.
In this report, we argue that our economic development efforts must place a far stronger
emphasis on building from within. Specifically, they must bring attention to entrepreneurship and
small business development equal to that being brought to industrial recruitment strategies. Rather
than being the work of a state government agency, cultivating entrepreneurship and support for
small business will require the contributions of governments, institutions and citizens across the
Commonwealth. Through these efforts, we can increase wealth and give our young people reason to
stay in—or perhaps return to—Kentucky.
This report brings new information to an expanding dialogue about entrepreneurship. It includes
the results of surveys of the general population, small business owners, bankers, venture capitalists
in surrounding states and businesses with a presence on the World Wide Web.

Why Entrepreneurship?

Changes in our economy and our society are redefining how we live and work, build successful
enterprises, and create economic opportunity. To ensure the economic well-being of citizens,
government must adapt to these changes. Successful adaptation will depend on many factors, but
entrepreneurial energy is key. In this report, we argue that the entrepreneurial path is the right one
for the state’s development efforts to follow. The most explosive employment growth is occurring
among small businesses, and more jobs are being created by industries dominated by small firms.
Further, entrepreneurship offers substantial returns on investment. To garner these benefits,
however, development policies must accommodate a new focus, one that places equal emphasis on
entrepreneurship and small business development.

The Business of Kentucky I's Small Business

A highly diversified small business community has long been the backbone of the Kentucky
economy. While the contributions of large firms are undeniable, these firms may be reaching the
limit of their ability to spawn significant employment growth. Small enterprises, on the other hand,
afford a virtual wellspring of potential growth. In Kentucky, firms with fewer than 500 employees
created all of thaet new jobs from 1992 to 1996 while businesses with fewer than 20 employees
created 52.6 percent of the small business job growth or 67,744 jobs. Genuinely small businesses,
those with fewer than 20 employees, represent 85.7 percent of all firms and employ 26 percent of
Kentucky’s workforce.

New Labor Market Realities

While the United States will continue to make increasingly sophisticated products and retain a
commanding share of world production for the foreseeable future, technology and organizational
change are expected to enable productivity leaps that will eliminate many manufacturing jobs.
Between 1994 and 2005, the Bureau of Labor Statistics predicts that an estimated 1.3 million
manufacturing jobs will be lost while the national share of output remains virtually unchanged. As a
consequence, the very foundation of the development strategies on which we have historically relied
is being systematically undermined. Employment growth is expected to remain concentrated in the
service and retail industries, from high-end jobs for general managers and top executives to street-
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level sales clerks. In response to the decentralization of jobs, many are creating their own
opportunities in the marketplace.

Entrepreneurial Benefits

Entrepreneurial development holds the possibility of many potential short- and long-term
benefits, including high-value jobs, greater equity, innovation, economic diversity, wealth
generation, and radiating economic and social entrepreneurship.

High-Value Jobs. Today, small businesses are not only creating more jobs than larger firms,
according to Cognetics, a Cambridge, Massachusetts, firm that tracks small business employment,
they are creating more high-wage jobs. From 1991 to 1996, Cognetics found that firms with fewer
than 100 employees created 9.3 million or 83.6 percent of the 11.2 million net new jobs. Of the jobs
created, small firms created 4.2 million or 87 percent of the jobs in high-wage firms, paying an
average wage of $29,191. Today, the quality of jobs in small firms in Kentucky nearly parallels
those being created by most established businesses; only the state’s largest firms pay significantly
higher wages on average. While the average wage at Kentucky firms employing fewer than five
people was $21,820, the average for all firms was only 2 percent higher at $22,340. And as small
firms stabilize, wages improve. Because small firms in Kentucky dominate every major industry
group, the importance of strengthening small firms with high-wage potential and facilitating their
growth cannot be overstated.

Greater Equity. A development strategy that offers opportunity to everyone, instead of linking
it to the location decisions of outside firms, is far more likely to distribute its benefits equitably. An
entrepreneurial approach to raising quality of life and personal income in Kentucky would channel
public resources to communities and individuals who need them, rather than to mobile industries
that pit states against one another in a bid for long-term tax relief. This deferral of public resources
and the public good they might achieve over the long run compromises the state’s ability to fashion
its own remedies for unique economic and social problems.

Innovation. Research suggests that entrepreneurial firms have greater potential for innovation
than large established ones. Entrepreneurial firms have the potential to create or capture an entire
industry while large ones are often predisposed to protect market share. In a study conducted for the
U.S. Small Business Administration, small firms were estimated to be responsible for 55 percent of
more than 8,000 innovations in 362 industries identified in selected trade journals. New firms in
particular were found to have made a significant contribution to the commercialization of new
technologies. The study also found that small entrepreneurial firms produce more than twice as
many product innovations per employee as their larger counterparts and nearly twice as many
significant innovations per employee.

Economic Diversity. Small entrepreneurial firms tend to create diversity in competition while
large firms tend to stifle these forces and link whole networks of businesses and industries to the
production strategy and the economic health of a single enterprise. As a consequence, whole
networks of businesses rise and fall with the fortunes of single firm. Witness the economic
devastation of Kentucky communities that have lost thousands of garment manufacturing jobs. By
contrast, diversity reduces the vulnerability of local economies to unforeseen events and helps
moderate the effects of inevitable economic downturns.

Wealth Creation. While the wealth generated by a particular business is nearly impossible to
measure, wealth generated by homegrown enterprises is clearly more likely to remain and be
reinvested in a local economy. Not only do homegrown firms and their profits tend to stay in the
communities where they originate, the returns on entrepreneurial investment are easier to gauge.

Radiating Economic and Social Entrepreneurship. One of the most desirable traits of
entrepreneurs is their ability to generate excitement and inspire others to join their ranks whether
they are launching a new business or tackling a social problem. Social or civic entrepreneurs who
inspire commitment to common good have become as important to the well-being of our state and
our nation as those who form new businesses. The presence of role models, many of whom serve as
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mentors, provides powerful encouragement to others. In short, teaching the populace to think and
act entrepreneurially promotes efficiency, creativity and innovation in arenas beyond the business
world.

New Directions for Development Policy

In spite of changing employment patterns, a growing population of working poor, the poor
quality jobs that incentive packages have netted, and mounting criticism of the cost of incentives,
the lure of the big fish remains irresistible. Moreover, the long-term efforts needed to build a more
entrepreneurial economy will not produce immediate, politically gratifying results. Over time,
however, they will likely produce far more diversified and more resilient economies, a particularly
important goal for an essentially rural state. An economy fueled by people with strong attachments
to the Commonwealth will generate more enduring prosperity than one that relies too heavily upon
locating industries that too often exploit our weaknesses.

While industrial recruitment can play a role in the development of Kentucky's economy, it
should not be mistaken for the only one. Indeed, facilitating the growth and development of small
businesses and enabling the emergence of entrepreneurs must assume equa importance in our
economic policy framework. By relying too heavily on industrial recruitment today, we may place
the very public goods small firms need—education, job training, infrastructure, and support
services—at risk over the long term. In short, our “bird in the hand,” the small firms that are already
the backbone of Kentucky's economy and the unrealized entrepreneurial potential of our state,
deserve a commitment of resources and energy equal to that now being extended to outside firms.

Who Are Kentucky's Entrepreneurs?

From our base of information about Kentuckians who have launched enterprises, we can learn
more about the entrepreneurial process, how it can be better supported, and how our approach to
development can be modified to garner more positive outcomes. Our survey findings show that the
“typical” Kentucky entrepreneur is a white male, around 45 years old, of above average education
and income, has started more than one business, lives in the state’s urban triangle, and comes from
an entrepreneurial family. While this profile reflects the state’s relative lack of diversity, it
nevertheless points to the need for corrective policies that will enable more women and more
minorities to participate in business ownership.

Regional Profile. Regionally, our survey findings also show a fairly even distribution of real
and latent entrepreneurism in Kentucky, evidenced by responses to a survey conducted by the
University of Kentucky Survey Research Center for the Kentucky Long-Term Policy Research
Center. While more individuals who live in the state’s urban triangle (23 percent) and in the south
central region of the state (20 percent) report having started businesses, those who expressed interest
in starting a business were fairly evenly distributed across regions. Consequently, this wellspring of
entrepreneurial potential could produce positive benefits statewide if appropriate focus were brought
to it.

Demographic Profile. In spite of a 39 percent increase in women-owned Kentucky firms
between 1987 and 1992, most Kentucky entrepreneurs are men. Around 66 percent of adult
Kentuckians who report having started a business are male and 77 percent of surveyed business
owners reported that their principal owner was male. In comparison, Kentucky’s 1990 population
was approximately 48 percent male. We also found that nearly two thirds of women in Kentucky
have neither started a business nor considered starting one, compared with just over a third of
Kentucky’'s adult male population.

Kentucky entrepreneurs tend to have more education than the general population, a finding that
correlates with other studies of small business owners. Around 40 percent of Kentucky’s
entrepreneurs have at least three to four years of college and about 30 percent have at least a
bachelor's degree. By comparison, approximately 27 percent of adult respondents (over age 18) to
the general population survey report having at least three to four years of college and around 21
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percent report having at least a bachelor's degree. A high level of education is not, however, a
prerequisite for entrepreneurship: almost 11 percent of Kentuckians who reported having started a
business have no more than a high school diploma or a GED.

Kentucky’'s entrepreneurs also tend to have higher incomes than the typical Kentuckian. The
portion of Kentucky households that have incomes greater than $50@0allg is about 28
percent. By comparison, an estimated 40 to 45 percent of Kentucky’s “entrepreneurial households”
have incomes of at least $50,000 a year. However, Kentuckians have been able to launch small
enterprises on relatively low incomes. For instance, almost 4 percent of the respondents to the small
business owners’ survey started their business when their household incomes were under $5,000.
While 13.8 percent of these small businesses were launched with $5,000 or less and 22.7 percent
were started with $10,000 or less, the “typical” amount needed to launch a new small business is
around $40,000, not an insignificant amount.

Though the number of black-owned businesses in the United States increased 46 percent
between 1987 and 1992, according to the Census Bureau, the growth was not as pronounced in
Kentucky. The number of black-owned businesses increased 36.4 percent between 1987 and 1992,
and the ownership rate (number of businesses per 1,000 black population) increased 30.7 percent.

The Entrepreneurial Motivation. The vast majority of small business owners we surveyed
reported that they became entrepreneurs because they wanted to become their own boss and achieve
economic success. And, significantly, almost 60 percent indicate that the example and the
encouragement of others played an important role in motivating them to start a business. Nearly one
third (30 percent) of these small business owners cited the example of others’ success as a reason for
starting their own business. About 63 percent of respondents have a close relative, most typically a
parent, who has operated his or her own business. Experience also counts. A majority (52 percent)
of these small business owners indicated that they had more than 10 years experience in their
particular type of business.

Almost 40 percent of respondents to the Center’s Survey of Small Business Owners also
reported starting more than one business. While 43 percent reported starting one other business,
nearly a fifth of respondents (18.5 percent) said they had started four or more other businesses.
Having experienced an earlier venture apparently teaches the risks of running a company and fosters
a better understanding of what it takes to construct organizations from scratch.

Taking Kentucky's Entrepreneurial Pulse

If entrepreneurship is to become an engine of growth for the Commonwealth, we must first
identify our strengths and weaknesses, then build and minimize accordingly. A number of useful
metrics taken in combination indicate entrepreneurial health, the latent potential of a people and a
place for enterprise development. Here we look at two “report cards” on entrepreneurial capacity
and examine recognized inputs or raw materials of entrepreneurship and the resultant outcomes or
entrepreneurial products.

Report Cards

For the past 10 years, the Corporation for Enterprise Development (CFED) has provided an
annual assessment of each state’s economy and its potential for future growth based on more than
50 socioeconomic indicators. Importantly, CFED’s assessment of Kentucky’'s business vitality
moved from a “D” in 1995 to a first-ever “A” in 1996, largely on the strength of the diversity of the
state’s economy and the improved competitiveness of its firms. According to CFED, Kentucky is
home to the fourth most diversified economy in the nation, an important foundation for future small
business development and expansion. Entrepreneurial energy, however, was rated as average. Its
1996 report card ranks Kentucky 43rd in new companies formed, 23rd in the percentage of change
in new companies, and 24th in new business job growth.

The Center’'s Survey of Small Business Owners asked respondents to evaluate 32 factors that
influence small business success in Kentucky. Only four factors garnered more than 50 percent in
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the “good” category: general quality of life (66.2); highway system (55.6); telecommunications
system (54.7); and quality of universities (51.3). On the other hand, the factors which received the
highest percentage of negative or “poor” scores are: availability of tax incentives (73.2); workers
compensation rates (69.6); state tax rates (53.2); local tax rates (48.2); responsiveness of
government agencies (41.8); and small business assistance services (41.7).

Inputs—The Raw Materials of Entrepreneurship

While we find evidence of considerable latent entrepreneurial energy in Kentucky, it is
circumscribed by undereducation, poverty, and income inequality, and by the rural nature of our
state. Because Kentucky is far more rural than most states, vital resources, including the capital,
talent and support needed to sustain entrepreneurship, are significantly diluted in many rural
communities. Importantly, however, improvements to the underlying weaknesses in Kentucky’s
human infrastructure are underway. Added focus and resources could transform entrepreneurial
potential into real economic strength.

A Supportive Culture. Our research suggests that Kentucky may be home to significant latent
entrepreneurial potential: 21 percent of Kentuckians report having actually started businesses and 27
percent of Kentuckians have considered starting a business. We also find that most small business
owners in Kentucky find the Commonwealth a good place to launch a new enterprise. When asked
if Kentucky offers a friendly environment to entrepreneurs, 59 percent of small business owners
responded affirmatively while 41 percent responded negatively. These findings suggest many
Kentuckians are risk-takers who value business ownership and that Kentucky is generally a good
place to launch a business.

To an unknown extent, however, elements of Kentucky’s culture may inhibit entrepreneurship.
In its examination of entrepreneurship in Appalachia, for example, MACED found that many
entrepreneurs perceived a negative attitude toward success in the region. The observation, however,
could be a product of poor labor-management relations. A lack of receptivity to migrants from other
regions, other states and other cultures, however, may inhibit the introduction of new businesses in
many locales. The family-centered culture that prevails throughout the state may also be a subtle
force that undermines entrepreneurship, discouraging strong associations outside of family
boundaries. Conversely, strong family ties could actually help foster entrepreneurship, enabling
access to capital and helping forge other community links that facilitate business formation and
success.

Strong and supportive networks of business people and organizations that nurture new
businesses are a perennial characteristic of successful entrepreneurial environments. Strengthening
this capacity will be key to realizing the Commonwealth’s entrepreneurial potential.

Demographic Diversity. Another factor that influences a state’s ability to produce entrepreneurs
is the diversity of its population. Diversity provides a natural infusion of ideas, products and new
approaches. A recent study by the Center for Entrepreneurial Management in New York City
identified immigrants or the children of immigrants as one of nine demographic and behavioral
characteristics that most predisposed one to entrepreneurship. Kentucky, however, lacks diversity in
its population, a factor that influences the world view and the business conduct of its community of
entrepreneurs. MACED concludes that regional insularity impedes exposure to new ideas and to
business opportunities that could enable new enterprise development as well as the expansion of
existent enterprises. Current population growth trends may help remedy the state’s relative lack of
diversity.

Education and Intellectual Capital. Because higher levels of educational attainment are
associated with higher levels of entrepreneurial activity, the state’'s educational status is an
important gauge of its capacity for development from within. While the Commonwealth has ranked
near the bottom nationally for many years in terms of educational status, Kentucky is enjoying an
education renaissance. The Kentucky Education Reform Act (KERA) is sowing the seeds of
dramatic change in our public schools that, over the long term, could produce significant
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improvements in the state’s educational status. In spite of the progress Kentucky has made in
education, it must increase its store of intellectual capital. Key to this effort will be the expansion of

opportunities and enterprises that can attract and hold more highly educated people, particularly
those who bring technological, scientific and managerial expertise to our economy. Importantly, the
state is expected to enjoy fairly robust employment growth in many of these occupational areas
between 1994 and 2005.

Management and Support Talent. One of the most important factors in generating
entrepreneurial activity is the quality of management and support talent. The most often cited cause
of small business failure, after the lack of access to capital, is the lack of managerial expertise.
Further, 92 percent of Kentucky bankers rated “strength of management” as “very important”
criteria to consider in the loan process. Similarly, 68.6 percent of bankers rated “experience
starting/running business” as “very important.” Only “strength of business plan,” which is clearly
related to managerial expertise, was rated more highly; 77 percent of respondents ranked it as “very
important.”

Financial Capital. Most firms are launched with a relatively modest amount of cash. Results
from the Survey of Small Business Owners show that, while 13.8 percent of Kentucky’'s small
businesses were started with $5,000 or less and 22.7 percent were started with $10,000 or less, the
“typical” amount needed to launch a new small business is around $40,000. Typically, the modest
capital demands for start-ups are met by the savings of the entrepreneur or his or her family and
friends or by credit cards. In Kentucky, over half of the respondents to the Survey of Small Business
Owners (57.8 percent) reported using money from personal savings, friends, or family to start their
business, with $20,000 being the typical amount (i.e., median) coming from this source. And 43.5
percent indicated they had obtained a bank loan to start their business, with $45,000 as the typical
amount from this source.

Sources of Capital. Many have argued that the lack of sources for growth capital inhibits
entrepreneurial development in the state. Indeed, respondents to the Survey of Small Business
Owners cited “financing” as the most significant obstacle to launching their business. However,
nearly 69 percent of respondents said the loan process was “appropriately demanding” compared
with 31 percent who thought it was “overly difficult.” From the entrepreneur’'s perspective,
obtaining financing is one of the most difficult challenges in starting a new business, but the data
suggest that capital is usually available for resourceful and qualified individuals.

While fewer than half of small businesses in the United States seek external financing in a
given year, according to the SBA, those that do typically go to the bank. Today, many banks have
abandoned past reluctance to lend to small businesses in an effort to tap new sources of revenue.
Between 1994 and 1996, the number of U.S. small business loans made by banks for less than $1
million increased from 4,322,000 in 1994 to 5,257,000 in 1996. These loans, Inc. reports, were
valued at $163 billion, compared with an estimated $10 to $20 billion invested by so-called “angels”
(individual investors) and just over $10 billion by venture capitalists. Clearly, banks are significant
players in small business development. Indeed, over 90 percent of the banks in Kentucky currently
make loans to small businesses.

Given the importance of banks to entrepreneurial development, the Center asked state bankers if
Kentucky has a shortage of capital or a shortage of entrepreneurs. Around 32 percent of bankers said
“shortage of capital” while 68 percent said “shortage of entrepreneurs.” Somewhat surprisingly,
bankers in the state’s urban areas are more likely than bankers in rural areas to believe a shortage of
capital exists. Regardless of region or whether the bank is in a rural or urban county, a majority of
bankers believe that capital is not in as short a supply as entrepreneurs.

Importantly, our analysis also shows that Kentucky banks are well capitalized. A widely used
indicator of capital adequacy is the leverage ratio (core capital to tangible assets). According to
Sheshunoff, the leverage ratio for community banks should be 6 percent at a minimum, and ratios of
7 percent or 8 percent are often required. The average leverage ratio for Kentucky banks in 1996
was 10.3 percent, significantly higher than the recommended 7 to 8 percent. Leverage ratios across
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the state’s regions show that Kentucky banks have abundant capital. Moreover, an examination of
Small Business Administration data shows that Kentucky's banks are not shy about making small
business loans. In 1995, according to the SBA, they made 93,404 small business loans of less than
$100,000 or 24.2 loans per 1,000 population.

Venture Capital. When it comes to more speculative, risk-oriented venture capital, the story is
not as good. Only six venture capital firms do business in Kentucky, and many believe that the
proclivity of early stage venture capitalists to invest in firms that are accessible could be
constraining the emergence of growth firms in the state. The Kentucky Long-Term Policy Research
Center surveyed 43 venture capital firms and Small Business Investment Corporations in
surrounding states within an estimated three-hour drive from the nearest Kentucky border to learn if
venture capital will travel. Significantly, 85 percent of these firms expressed a willingness to invest
in Kentucky businesses and 25 percent reported having previously had some equity in a Kentucky
firm though only 19 percent presently now have equity in one. Kentucky-based businesses have
sought capital from 46 percent of the firms surveyed.

These findings suggest that, if a deal has enough merit, venture capital will indeed travel,
certainly as far as the three hours in question here. When asked what they saw as the biggest
obstacle to making loans in Kentucky, 75 percent or 24 out of 32 of these venture capitalists said
they saw no real obstacle to investment in the Commonwealth beyond the need for a sound business
plan and a solid management team.

Bank Consolidation. Because commercial banks are the principal providers of the capital that
fuels entrepreneurship, some fear that bank consolidation is changing the dynamic between these
lenders and small businesses. Small community banks generally recognize that their own success
depends on the development capacity of the community, and, it has been suggested, huge multistate
and national banks that snatch up community banks undermine the commitment to nurturing small
business and local development.

But the evidence suggests this story is inaccurate for a number of reasons. First, one quintile of
Kentucky’s banks accounted for 48.5 percent of all small business loans and 55 percent of all small
business dollars in 1996, but that was the largest—not the smallest—quintile. The smallest 20
percent made only 4.6 percent of the small business loans and loaned only 3.3 percent of the small
business dollars. Small banks may be more inclined to make small business loans, but the sheer
volume of loans made by bigger banks dwarfs them. Second, Walraven reports, about half of the
small bank acquisitions are made by other small banks, and medium-sized banks make most of the
rest.Third, according to Walraven, banks that acquire other banks tend to be more aggressive small
business lenders than either those they acquire or comparably sized banks not involved in a merger.

Our survey of bankers found that nearly 60 percent of Kentucky bankers believe that further
bank consolidation in Kentucky will reduce available capital for entrepreneurs. However, this view
was more strongly held by banks thmtve not gone through a consolidation in the past decade.
Among those banks thhave undergone consolidation, two thirds say bank consolidation will have
no effect or will increase capital availability for entrepreneurs. Finally, even though the number of
banks has decreased in recent years, the share of small business owners who have successfully
acquired capital from a bank rose from 76 percent in 1987 to 83 percent in 1995, according to the
National Federation of Independent Businesses.

Vision Beyond One’s Borders.Successful young companies tend to have a broad geographic
reach. Half of Inc. 500 companies get more than 50 percent of their revenues from sources outside
their region while more than athird get at least some sales from exports. Among the fastest growing
firms in a recent national survey, nearly half (47 percent) were exporting while another 6 percent
anticipated doing so within a year, Litvan reports. Some Kentucky firms sell far beyond the
Commonwealth’s borders. Indeed, Kentucky’s exports increased from $4.7 billion in 1993 to $6.9
billion in 1996, according to Mary Beth Cordy, director of the Kentucky International Trade Office.
Exporting also tends to bring higher wages. Our Survey of Small Business Owners found that
average wages rise as businesses make more sales outside their local areas, even though these
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externally oriented businesses are dlightly more likely to be located in rural counties. In spite of the

potential for increased wages and sales, most of Kentucky’s small businesses are very parochial.

Eight out of 10 respondents to our Survey of Small Business Owners make at least three fourths of
their sales locally, and 4 out of 10 make all of their sales locally. Only 15 percent of businesses
make at least half of their total sales to customers located more than a one-hour drive away, and just
7 percent report making any sales abroad. International sales usually represent a small share of total
sales. About 10 percent say they anticipate exporting their products or services in the future.
However, most of these businesses are already externally oriented. Only 6.5 percent of locally
oriented businesses expect to sell products abroad in the future, compared with 30 percent of
externally oriented firms.

Technology That Meets Market Needs. Information technology helps entrepreneurs
communicate with suppliers, find market information, process orders from customers, and do
countless other things faster. In addition to accelerating the pace of business, information
technology helps businesspeople make more informed decisions. In turn, individual businesses and
the overall economy are more efficient. Information technology is also enabling the rapid
globalization of the economy. Producers and consumers from the most remote areas of the world are
connected as never before, but information technology may have an even larger impact on business-
to-business transactions. As electronic commerce becomes the norm, customers and suppliers will
expect even the smallest businesses to conduct routine business electronically.

In Kentucky, we found that more than four out of five small businesses use a computer, but far
fewer use e-mail, electronic data interchange, or electronic funds transfer. Forty percent have access
to the Internet, and 10 percent have a site on the World Wide Web. Clearly, many businesses use
their computers strictly for internal functions, such as database management, accounting and word
processing, rather than taking advantage of the computer’s communications capabilities.

Businesses thado not use computers most often indicate that they don’t know what kind of

hardware or software to use. They cited this obstacle 50 percent more often than cost factors. Lack
of knowledge was also the most frequently cited problem for businessebl ¢hdy use computers.
They say they have trouble keeping track of all the new products that are available. A close second
was the amount of time necessary to train employees to use new equipment. In other words, a lack
of knowledge, rather than a lack of money, keeps businesses from using new information hardware
and software.

The barriers to technology use may, in turn, adversely affect wages. According to our estimates,
workers in businesses that use computers earn 10 to 20 percent more than workers in comparable
businesses who do not use computers. This finding is consistent with other studies reporting that
technology use on the job raises the earnings of workers. At least one national study by Krueger
estimates that workers who use computers earn about 10 to 15 percent more than workers who do
not use computers.

One of the most exciting new information technologies is the Internet, of which the World Wide
Web is probably the best-known component. The Web will become an increasingly important
marketplace for businesses of all sizes. Businesses that currently have access to the Web most
commonly use it to gain rapid access to business, market and regulatory information. The second
most common use for the Web is researching competitors. One in five businesses reports using the
Web to purchase supplies or services. Although only 3 percent use the Web to train employees, that
number will probably grow, perhaps rapidly, over the next few years.

Abundant Social Capital. Communities make a difference in the development of small
businesses. The relationships between individuals and organizations in a community can
significantly influence entrepreneurial success. Higher levels of social capital and trust in a
community are believed to lower business transaction costs. Thus business development confronts
fewer obstacles.

National surveys show that the percentage of Americans who say they trust others declined from
58 percent in 1960 to 37 percent in 1993. Kentuckians, however, express higher levels of trust. In
1996, more than 56 percent of Kentuckians said they trusted people. But this reservoir of trust has
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not trandated into widespread support for small businesses. When we asked entrepreneurs if
adequate help was available in their local community, rural entrepreneurs in particular found
community support lacking. Significantly, 58.1 percent of rural respondents to this survey question
said "no," compared to 43.3 percent of urban respondents.

Public Sector Support. The public sector helps build entrepreneurial capacity in a number of
ways, from the development of physical infrastructure to direct support for entrepreneurs, including
technical assistance, financia assistance, and, in some locations, low-cost business space or
incubators. Y et, the results of our Survey of Small Business Owners show that entrepreneurs rarely
go to public sector agencies or organizations when they need help. Only about 2 percent sought help
from the Cabinet for Economic Development. These entrepreneurs are much more likely to seek
help from another small business owner or an accountant.

Why don’t these entrepreneurs seek help from the public sector? First, they frequently see
government as an obstacle. When asked to identify the most significant obstacle to launching their
business, 31 percent of the respondents to our Survey of Small Business Owners said “government
red tape,” which ranks second only to “financing” (35 percent). In fact, when asked if state
government had made the process of starting a business more difficult, an alarming 32.7 percent
said “yes.” Of the nearly one third who said state government made it more difficult for them to start
their businesses, 42.9 percent mentioned “unnecessary regulations,” 29.3 percent said taxes are too
high, 22.4 percent cited “lack of information,” or “not enough assistance,” and 5.4 percent said
“other.” By comparison, when asked if state government had done anything to make the process
easier, only 8.5 percent said “yes.” Finally, when asked to assess the responsiveness of government
agencies to the needs of entrepreneurs, 10.6 percent rated them as “good,” 47.6 percent said “fair,”
and 41.8 percent said “poor.”

Additionally, entrepreneurs apparently do not know about all the programs designed to support
and help them. We asked these small business owners to indicate their level of familiarity with a
variety of programs and services designed to support them. “Very unfamiliar” received the highest
percentage of responses for each of these programs and services listed, and in most cases, the second
highest rate of response was in the “somewhat unfamiliar” category. For example, 84.6 percent of
these entrepreneurs indicated that they were either very unfamiliar or somewhat unfamiliar with the
Kentucky Cabinet for Economic Development. Moreover, entrepreneurs with high familiarity with
these programs and services are not more likely to rate them as “good.” In fact, these results seem to
suggest that the opposite is true: entrepreneurs with high levels of familiarity are more likely to rate
the responsiveness of governmental agencies as “poor.” Clearly, these survey results show that
governmental agencies need to market their programs and services more effantlvbcome
more attuned to the needs of entrepreneurs and small business owners.

Small businesgncubators, the best of which provide nascent businesses with low-cost business
space, access to shared business equipment and services, and guidance from experienced staff in key
areas of business development, are another important public sector programmatic response. A recent
study finds that small business incubators offer public investors big returns. Based on a survey of
126 firms that entered incubators between 1990 and 1996, researchers found that the average firm
had increased sales by 400 percent since its entry into the incubator and increased jobs from 4.5 to
13. Hayhow reports that the study also found the average cost per job created by business incubators
was $1,109, a remarkable bargain compared with the per-job price tag often attached to industrial
recruiting. Kentucky, however, has few incubators.

The results of our survey suggest that the Commonwealth may have an insufficient quantity
and/or quality of technical assistance to enable entrepreneurial development. Moreover, available
assistance is poorly marketed and, by the assessment of entrepreneurs who are familiar with it, less
than satisfactory. Clearly, a reevaluation of how these services are structured, delivered and
marketed is needed.
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Outcomes—Entrepreneurial Products

By many aggregate measures, the products of Kentucky entrepreneurship are neither of the

guantity nor the quality we would hope for. Instead, the state’s performance by a number of
traditional measures is anemic at best. The rural character of our state dilutes resources and thus
blurs the portrait of made-in-Kentucky entrepreneurship. Because, among other things, urban
populations are more educated, enjoy significantly higher earnings, and form far more businesses,
the Commonwealth’s poor overall performance by a number of measures is a reflection of the
historic weaknesses of rural economies. Nevertheless, the products of Kentucky's comparatively
weak inputs suggest real promise.

Income. Perhaps the most significant measure of the outcomes of a state’s economy is its ability
to produce results in the lives of its citizens. Between 1994 and 1996, median household income in
Kentucky rose at the third fastest pace in the nation (7.2 percent), but historic and persistently high
rates of poverty dilute the impact of even high rates of growth. According to the Census Bureau,
only nine states, including neighboring Tennessee ($30,327) and West Virginia ($25,270), reported
lower three-year averages for median household income between 1994 and 1996 than Kentucky
($30,420).

Seedlings. Self-employed individuals, nonfarm proprietorships and new business establishments
help gauge the entrepreneurial vitality of a state. Many self-employed individuals work from their
homes, more than 4.1 million nationally, according to the Bureau of Labor Statistics. Though they
ordinarily serve local markets exclusively and do not offer substantial potential for expansion,
growth in their numbers may be indicative of entrepreneurial vitality. Kentucky’s estimated self-
employed population is comparable to that in surrounding states. Nonfarm proprietors’ income in
Kentucky, however, was among the lowest in the southeast region and among surrounding states in
both 1994 and 1995, according to the Bureau of Economic Analysis. However, Kentucky's rate of
growth in nonfarm proprietorship income between 1994 and 1995 (8.6 percent) exceeded the
national average (8.0 percent) and was ranked 19th nationally, according to the SBA.

A fairly steady stream of new firms has emerged in Kentucky. Between 1994 and 1995, the
number of new firms increased by 12.6 percent, ranking seventh in the nation, according to the
SBA. Recent SBA figures rank Kentucky 44th in the number of new firms per 1,000 population. To
many, these data confirm Kentucky’s inability to create and grow high-performance companies.
However, if ranked per 1,000 urban population, Kentucky moves from 44th to 23rd.

Initial Public Offerings. Those enterprises that accumulate sufficient capacity to make an initial
public offering (IPO) of stock in their companies are able to achieve very rapid growth. But IPO
data is an imperfect measure of a state’s entrepreneurial capacity in that a measure of self-selection
is involved. The very nature of some businesses precludes the need to go public in order to generate
capital to finance growth objectives. Indeed, only a tiny fraction of some of the fastest growing
companies in the nation opts to go public. Most simply never become large enough to issue an IPO
while others choose to remain private.

Clearly, publicly traded growth companies are engines of economic growth. In 1993 and 1994,
according to the Securities Data Company, the United States had $70 billion of initial public
offerings, as much as in the previous six years combined. Recent contributions of Kentucky
companies, however, have been minimal. Between January 1, 1993, and December 31, 1995, only 6
companies headquartered in Kentucky went public compared with 31 in neighboring Indiana and 54
in Tennessee, according to data compiled by the Louisville Area Chamber of Commerce. More
recently, however, Goetz and Freshwater report that Kentucky ranked 17th in the nation in critically
important technology-sector IPOs per million persons during 1996 and 1997.

Inc. 500 Companies. Since 1982,Inc. magazine’s annualnc. 500 list has provided a
compendium of the nation’s fastest growing firms ranked by their rate of growth. Again, significant
self-selection is involved in that companies apply for inclusion on this annual "who’s who” of
entrepreneurs. Firms that seek inclusion onltiee 500 list may do so to broaden their customer
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base or, perhaps more importantly, to attract capital. Kentucky firms, like Tekno in Cave City,
which designs and builds automated manufacturing systems, and Louisville-based Tova Industries,
which manufactures dehydrated food products, have made multiple appearances on the Inc. 500 list.
But many high-growth companies ssimply never bother to apply for recognition of their high-growth
status.

In spite of its limitations, the Inc. 500 list indicates the aggressiveness of the entrepreneurial
community in a state. However, the aggregate number of appearances is a reflection of a state’s
population and, we find, the level of urbanization. In an analysiscH00 firms in all 50 states,
we found an almost perfect correlation between urbanization and the nunihersf0 companies.
Indeed, the wide disparity aggregate numbers suggest when Kentucky is compared to surrounding
states disappears completely when these data are controlled for urban population.

Trends Influencing Entrepreneurial Development

To prosper in the years ahead, we must view change as the opportunity to transform our
economy, to repair its inequities and to create enduring prosperity. To do so, we must listen
carefully, ask questions, watch for opportunities and act nimbly and quickly when they appear. In
short, we must become more entrepreneurial in all that we do. Here we consider some of the trends
that will influence our ability to cultivate an entrepreneurial economy in Kentucky.

"The Future That Has Already Happened"

About what lies ahead, some things are virtually assured. Global trade will continue to exert
profound influence on our lives, as it continues to force the organizational change that fuels the
decentralization of employment patterns now underway. Technology also will continue to produce
dramatic, revolutionary change, as the Internet gradually becomes the marketplace of the world, just
as the tools driving it have become the engines of our economy. A state-of-the art electronic
infrastructure opens windows to new markets, ideas and innovations, competitive sources of goods
and services, cost-saving electronic exchanges, and more. Further, it allows rural enterprises to
become real players in the larger economy.

Widely anticipated demographic changes will continue to alter the face of our population, as
well as the circumstances of our lives. In turn, business will change. As Baby Boomers move into
their retirement years, they will create new consumer demands as well as entrepreneurial
opportunities to meet them. The unexpected population growth Kentucky is now experiencing is due
largely to migration, particularly among retired natives of the state. If this migration trend holds, it
bodes well for entrepreneurial opportunity throughout much of Kentucky.

Because older, less risk-inclined people are generally not likely candidates for entrepreneurship,
Kentucky’'s aging population might be expected to dilute entrepreneurial energy. But the dynamics
of aging are changing. Older citizens are more educated, in better health and more active than ever
before. According tdnc., while the vast majority (82 percent) of 1991t. 500 CEOs were under
50 years of age, 13 percent were between the ages of 51 and 60, and 5 percent were 61 or older.
Aided by the benefits of accumulated wealth and skill, more older citizens are likely to assume
entrepreneurial roles in the years to come.

In addition to the aging of our population, the growing predominance of time-pressed, two-
wage-earner households is expected to continue driving a high demand for products and services
that enable greater convenience. Workers in the low-wage, service industry jobs these demands are
creating will likely join the lower half of an economically divided population that has already
emerged, with a “cost-is-no-object” group on one end and a “cost-is-the-object” group on the other.
Our willingness to understand these and many other tramti$o respond to them nimbly will
ultimately determine whether Kentucky lifts itself out of a century-long tradition of economic
disadvantage or remains anchored to the past.
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Doing Business on the World Wide Web

Perhaps the most important innovation for business in the 1990s is the World Wide Web. While
it did not exist a decade ago, furious competition among information technology companies has led
to rapid improvements in the capabilities of the Web. Today, users can view live video, listen to live
audio, exchange information and ideas in “real time,” and make purchases online in a relatively safe
environment. Moreover, customers can make purchases from a company without ever knowing
where it is located.

Online shoppers are on the rise, as are online revenues. One market research firm reports that the
percentage of Web users who make purchases online rose from 19 percent in 1995 to 27 percent in
1997. Forrester Research estimates that online transactions will total $9 billion in 1997. Still others
use the Web to research products or services they want to buy. In fact, more than 20 million
Americans have come to view the Internet as an indispensable part of their lives. This powerful tool
could be a boon to Kentucky’s businesses, particularly rural ones.

But few Kentucky firms are using the Web. At best, we find that less than 1 percent of Kentucky
businesses had a Web site at the time we collected data. Further, an analysis of 1990-1996 data on
registered web sites found that while the number of Kentucky sites has expanded dramatically, it is
one of the lowest among surrounding states. Kentucky businesses are moving more slowly than
those in surrounding states to seize the opportunities that a presence on the World Wide Web
provides.

In a survey of Kentucky businesses with web sites, we found them to be concentrated in the
state’s urban triangle, but a handful of rural counties have a higher percentage of businesses on the
Web than Lexington, Louisville, or Northern Kentucky. These businesses sell almost every product
and service imaginable, from Thoroughbreds to teddy b&hree fourths of Kentucky’s businesses
with Web sites believe the World Wide Web has helped them, and nearly all believe it will help
them over the next five years. A little more than half of the businesses believe having a Web site has
increased sales, helped them sell to people in new geographical areas, and helped them sell to new
kinds of customers.

And web site development is an emerging business in its own right. Though 40 percent of
Kentucky’s Web businesses created and developed their own sites, nearly half left their Web site
creation entirely to someone else. The remaining 10 percent combined internal efforts with outside
help.

A Rising Commitment to Microenterprises

While the high-growth firms of the larger U.S. economy continue to dazzle the marketplace,
they are rare, particularly in a largely rural state like Kentucky. Far more common but virtually
invisible by comparison are what are now commonly referred to as “microenterprises,” tiny, often
home-based businesses that usually employ no more than five people. Tiny though they are, the
economic impact of microenterprises is dramatic. In 1995, the SBA estimates that microfirms
employing between one and four people created 35 percent of the net new U.S. jobs. Moreover, the
Information Age economy has yielded example after example of exponential growth among what
began as tiny businesses.

In addition to their job creation potential, microfirms are increasingly viewed as a viable antidote
to poverty. International microenterprise development models have achieved remarkable success in
alleviating poverty in the developing world by giving poor entrepreneurs fair access to credit.
Building on international successes, the movement to enable the formation and development of
microenterprises has gained significant ground in the United States. In an effort to help poor people
seize entrepreneurial opportunities, a strong “bottom-up” strategy has emerged. Today,
microenterprise development is being recognized nationally, incorporated into welfare reform
initiatives, and adopted by a growing number of state and local governments to increase personal
income and respond to welfare reform.

Specifically, a growing number of states have launched initiatives aimed at expanding access to
credit and business development assistance among the poor. According to the Corporation for
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Enterprise Development, 19 states now dedicate funds to microenterprise development. But in spite
of compelling findings about the early successes of U.S. initiatives as well as long-standing
international ventures, state efforts, according to the Corporation for Enterprise Development, focus
mainly on the capitalization of loan funds, rather than on the development and maintenance of
support programs, without which many believe these initiatives will not achieve their full potential.

Strategies for Change

Neither legislation nor aterations of public policy aone will infuse the state with much-needed
entrepreneurial energy. Instead, the pursuit of entrepreneurship will be a long-range process, one
that aims, first and foremost, to engender a new culture, new perspectives on our communities as
places of possibility rather than insoluble economic dilemmas, and new images of ourselves as a
people who possess the power to transform their communities and, ultimately, the entire
Commonwealth. In short, what is needed is a comprehensive effort, one that is strongly supported at
the highest levels of government by al its institutions and broadly advanced at the local level.
Fortunately, a remarkable convergence of thinking on how to advance entrepreneurship and grow
Kentucky’'s wealth of small enterprises has emerged. Our findings here support many of these
conclusions, and recommendations, including:

* Nurture and Cultivate an Entrepreneurial Culture. Like the Kentucky Science and
Technology Council and MACED, we conclude that vigorous efforts are needed to teach

entrepreneurial thinkingnd to change public perceptions.

» Strengthen Support for Entrepreneurs and Small Business. In order to accurately

gauge our programmatic capacity, a comprehensive assessment is needed to identify service
delivery gaps and assess the performance of existent services before we invest in new
services. Clearly, effective marketing of services to entrepreneurs and small business is key
to success and it should be a strong component of any budget.

* Focus Efforts at the Local Level. We join the Kentucky Appalachian Commission,
KSTC and MACED in recommending that all services and any new resources allocated to
finance gaps in our provider network be localized. Centralized efforts to assist small firms
should be confined to research, information, technical assistance, training for local
developers, and grants to facilitate activity at the local level.

« Exploit the Vast Potential of the Internet. In addition to exploiting the power of
technology to close information gaps, public entities can help encourage web site
development by tracking its impact on commerce in the state, creating a grants program that
will enable local organizations to establish a presence on the World Wide Web, training
more entrepreneurs to develop web sites, and loosening the reins on such public resources as
coal severance dollars.

« Build Assets. Our constant challenge, that of increasing wealth, particularly among low-
income Kentuckians, is central to the entrepreneurial equation. A strong programmatic
response at the local level is needed to address the need for access to credit among the poor
and to help low-income Kentuckians increase assets through such vehicles as Individual
Development Accounts.

e Address Inequities. In spite of phenomenal national growth in women- and minority-
owned firms, a Governor's Commission has found that equal opportunities may not be
available in Kentucky. Careful study of obstacles such as those identified in national studies
and more prescriptive responses are in order to unleash the full potential of those individuals
who do not figure prominently in our demographic profile of entrepreneurs.
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Conclusion

The future happening all around us compels attention to the development of timely, responsive
public policy. Development is no longer simply a matter of creating jobs, of recruiting “value-
added” industries that will employ citizens of the Commonwealth. Information and the tools that
enable its production, manipulation and dissemination now dominate our economy, hardly the
“goods” of the recent past. Today’'s development challenge demands that we shift our focus from
the mobile industries we have assumed will be the salvation of local economies to the cultivation of
entrepreneurial capacity and business development within the Commonwealth.

Our resource-rich state suffers from a shortage of the very raw materials that are believed to
foster entrepreneurship. The enduring legacy of undereducation, a lack of diversity in our
population, and an inadequate store of management talent adversely affect our ability to generate
and sustain new enterprises. Moreover, we find that Kentucky entrepreneurs have little familiarity
with a variety of state and federal programs designed to assist them. Those who are familiar with
these services often find them less than satisfactory, suggesting that our infrastructure of public
support for entrepreneurial development is, at best, weak and, at worst, ineffective. Among small
business owners, government is viewed as more of a hindrance than a help in development.
Consequently, our public response to the mix of raw materials we bring to entrepreneurship appears
to be inadequate. As some of the most dynamic economies in the world have demonstrated, we can
build a far more innovative and entrepreneurial culture, one that responds to the needs of people and
firms and that creates wealth and opportunity.

In doing so, we will discover and make possible new opportunities in unexpected places across
the Commonwealth. Perhaps more important, we will begin changing the mindset that has imprinted
upon generations of Kentuckians the belief that they must leave their home state in order to prosper.
Through the development of a far more entrepreneurial economy, we can transform the
Commonwealth from a place that citizens return to in their retirement years after they have
accumulated wealth in another place to a place where people can build wealth, whether they are
young or old. And we can begin to counter the misguided notion that the best hope for rural
Kentucky is the migration of its unemployed and underemployed to urban areas with temporary
labor shortages. While our highly mobile labor force will continue to adapt to economic
circumstances as needed, the public suggestion that abandonment is a solution to rural economic
shortcomings runs counter to the larger, widely shared goal of retaining more young people and
more of the state’s best and brightest. Beyond our already strong urban triangle, rural as well as
urban areas across the Commonwealth hold enormous potential for small business development by
people who consciously choose the quality of life small towns offer. Through policies and practices
that enable entrepreneurship and small business development, we can help more of these individuals
create and spread wealth. We can capture more of the enterprise within us.
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Area Development District

American Federation for State, Municipal and
County Workers

Business and Technology Assistance Center
Bureau of Labor Statistics

Bluegrass State Skills Corporation

Council for Entrepreneurial Development

Chief Executive Officer

Corporation for Enterprise Development

Business & Entrepreneurship Development Division
Kentucky Department for Local Government
Economic Development Administration

Electronic Data Interchange

Electronic Funds Transfer

Experimental Program to Stimulate Competitive
Research

General Agreement on Tariffs and Trade
Human/Economic Appalachian Development
Housing and Urban Development

Individual Development Account
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International Organization for Standardization
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Kentucky Science and Technology Council
Louisville Area Chamber of Commerce

Legislative Research Commission



MACED

MIT
NAFTA
NBIA
ROI
R&D
SBA
SBDC
SBIC
SBIR
SCOR
SCORE
SEID
SELP
TRP
URL
USDA
WINGS
www

Mountain Association for Community Economic
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Massachusetts Institute of Technology
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Small Business Administration
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Small Business Investment Corporation
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Introduction

... mighty things from small beginnings grow.
John Dryden, 1667

throughout modern history. Today, it remains a preeminent yet elusive goal. Disproportionate

poverty, the nation’s third highest gap between rich and lplumw,wages, and an historically
poor educational status continue to inhibit development of the state’s economy. While the Census
Bureau estimates that median income in Kentucky has risen in the 1990s at a pace faster than in all
but two other states, the portion of Kentuckians living in poverty has barely bﬁB@adeen 1993
and 1995, the state’s average overall poverty rate was estimated at 17.9° pemgatred to 19
percent in 1989. We are making progress but the ground left to be closed is vast.

Kentucky’s political leaders have responded to the Commonwealth’s stubborn problems. They
have brought vigorous attention to the reform of elementary, secondary and, more recently, higher
education. In doing so, they have invested in long-term strategies for economic revitalization, in the
critical repair of structural deficiencies. Early indications suggest that returns on this investment
have already begun to accrue. Our political leaders have also led aggressive efforts to recruit busi-
ness and industry to underdeveloped regions of our state, and they have enjoyed considerable suc-
cess. But too often, industries are attracted to the short-term benefits our low-wage economy offers,
rather than to the long-term riches of our quality of life. That attraction, as recent experience has so
clearly illustrated, is likely to continue propelling these mobile industries to offshore locations that
offer even cheaper labor. Meanwhile, industries that have come here to capitalize on our deficits,
rather than those that emerge from our considerable strengths, enjoy the advantage of lucrative tax
incentives. The long-term price of this short-term solution to our structural economic problems may
well be depleted coffers and the continuous drain of our brightest young citizens who will seek
something better than a low-skill, hourly wage job.

Here we argue that our economic development efforts must place a far stronger emphasis on
building from within. Such an approach demands that we continue our efforts to expand the capa-
bilities of citizens and communities and repair the structural inequities created by undereducation
and poverty. We conclude that economic development efforts also must include a new, far stronger
focus on entrepreneurship and small business development. This work will not be the job of a single
cabinet in state government burdened with the awesome responsibility of reversing decades of eco-
nomic stagnation. And it will not preclude thoughtful, strategic industrial recruitment. Nor will it
produce immediate results. Rather, it will require the sustained efforts of governments, institutions
and citizens across the Commonwealth. Ultimately, it demands that we fundamentally change our
attitude about development from one of believing that our economic salvation lies in the hands of
someone somewhere else to one of believing in our own capabilities, from one of waiting for op-
portunity to arrive to one of making it happen in the communities where we live. We conclude that,

The pursuit of greater wealth for citizens of the Commonwealth has frustrated its leaders

1
Corporation for Enterprise Development (CFED), The 1996 Development Report Card for the States (Washington: CFED,
1996).

2
R.A. Zaldivar, “U.S. Incomes Up, But 13.7% Still Podrgkington Herald-Leader 30 Sept. 1997: Al.

3
U.S. Bureau of the CensuBpverty in the United States: 1995, Series P60-194 (Washington: U.S. Department of
Commerce, 1997).
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over the long term, the benefits of such an approach to development promise to be far more enduring
than those that focus nearly exclusively on attracting mobile firms.
Instead of the economic vulnerability many communities now experience in the wake of garment
industry shifts of hundreds of jobs to offshore locations, we can develop far more resilient, more
diverse local and regional economies that are buoyed by homegrown enterprises with strong links to
people and place. We can develop rewarding work that increases the wealth of individuals, families,
communities and the Commonwealth. And we can give our brightest young people a reason to stay
in—or perhaps return to—Kentucky. Over the long term, we can achieve sustainable development.
Many would counter that efforts to strike an entrepreneurial spark in Kentucky are doomed to
failure. The state, they argue, does not have the requisite human capital and financial resources
needed to foster a robust entrepreneurial climate. However, we find that many of the aggregate
measures that suggest limited entrepreneurial capacity are really just reflections of the state’s rural
character. Our own research indicates that Kentucky has the foundation on which to build an entre-
preneurial economy and that shrewd development initiatives can capitalize on the many advantages
the state has to offer. These initiatives must include innovative efforts to discover entrepreneurial
levers that will benefit the rural economies of Kentucky. By bringing a more entrepreneurial ap-
proach to the dilemma of rural development, we can begin to move toward constructive solutions to
age-old problems.

Data and Methodology

Kentucky’s entrepreneurial climate. Here, we offer important new data about Kentucky's ca-
pacity for entrepreneurial development from a series of Kentucky Long-Term Policy Research
Center surveys. They provide information about:

e The entrepreneurial capacity of Kentuckians

e The availability of venture capital in the region

» The backgrounds, experiences, needs and perceptions of Kentucky entrepreneurs

e The conclusions and assessments of Kentucky bankers about capital availability and en-
trepreneurial potential in the Commonwealth

» The experiences of Kentucky business owners who have embraced the World Wide Web
as a business tool.

This report includes results from a series of surveys intended to previdaformation about

General Population Survey. Our data on the entrepreneurial inclinations of Kentuckians are
derived from questions that the Kentucky Long-Term Policy Research Center included in the June
1996 semi-anual generapopulation survey conducted by the University of Kentucky Survey Re-
search Center. Households were selected using random-digit dialing, a procedure giving every resi-
dential telephone line in Kentucky an equal probability of being called. Calls were made from
December 9, 1996, until January 8, 1997. The sample includes noninstitutionalized Kentuckians 18
years of age and older; 676 interviews were completed. The margin for error is slightly less than 3.9
percentage points of the 95 percent confidence level.

Survey of Small Business Owners in Kentucky. In the summer of 1997, the Kentucky Long-
Term Policy Research Center conducted a 14-page mail survey of Kentucky entrepreneurs. A com-
plete copy of the survey, “Growing an Entrepreneurial Economy: The Ladder to Small Business
Success,” appears as Appendix A to this report. For the survey, the Center used a mailing list pro-
vided by the Department of Employment Services, Workforce Development Cabinet, that included
6,000 firms that had become subject to Unemployment Insurance coverage in 1995 and employed

2



Introduction

fewer than 20 people at the time they became subject. Approximately 183 surveys were undeliver-
able due to insufficient or out-of-date addresses. Entrepreneurs who responded to the survey and
reported having expanded employment rolls during the intervening time period were retained in our
database. The Center received 533 completed surveys.

Survey of Bankers. To complement our base of information about entrepreneurial potential in
the Commonweslth, we surveyed Kentucky banks in an effort to gauge the availability of capital
from these traditional small business lenders. A copy of our survey, “Growing an Entrepreneurial
Economy: Financing Small Businesses in Kentucky,” appears as Appendix B to this report. This
survey was sent to 344 banks and other lending institutions during the spring of 1997. The Center
received 95 completed surveys.

Survey of Venture Capital Firms. During the winter of 1997, the Kentucky Long-Term Policy
Research Center conducted a survey of readily accessible venture capital firms in surrounding states.
Assuming that venture capitalists in the state are investing in Kentucky firms, we turned our attention
to venture capital firms and Small Business Investment Corporations (SBICs) in neighboring states.
The firms included in our survey are listed in the 1996 editioRraft's Guide to Venture Capital
SourcesOur survey was based on a 1990 survey, “Venture Capital Firms Within Reach of Kentucky
Ideas,” prepared by Thomas M. Bailey, nhow an economist with the Economic Development Cabinet.
In the survey, we sought general information about the availability of capital within a day’s round-
trip, the firm’s history with Kentucky entrepreneurs, any obstacles to investment in Kentucky firms,
etc. The 25 venture capital firms and 18 SBICs surveyed are located in Indiana, Ohio, Tennessee and
West Virginia. A copy of the questionnaire used in this telephone survey appears as Appendix C to
this report.

Survey of Businesses on the World Wide Web. In order to learn more about the impact of the
Internet on firms in the state, we first identified Kentucky firms that have a presence on the World
Wide Web, then surveyed those firms about such issues as the creation, cost and impact of that pres-
ence. We mailed a survey to each of the 719 identified Kentucky businesses with a Web site during
the spring and summer of 1997. The Center received 408 responses to the survey. The 10-page sur-
vey, “Growing an Entrepreneurial Economy: Doing Business on the World Wide Web,” appears as
Appendix D to this report.

Study Outline

e begin this report with a chapter that provides a detailed response to the central question,
W“Why entrepreneurship?” It includes discussions of new labor market realities and of the

potential returns from entrepreneurship. In this chapter, we also consider the potential eco-
nomic and social benefits of cultivating entrepreneurship and innovation. We then turn to a profile of
Kentucky’s entrepreneurs based on our Small Business Survey: who they are, what fuels their entre-
preneurial energy, where they garner support, and what would assist them in their enterprises. Fol-
lowing the lead of University of Kentucky researchers, we next examine Kentucky’s inputs, the raw
materials of entrepreneurship, and outputs, the products we realize from our base of resources. We
then turn to an exploration of trends that are likely to influence the course of entrepreneurship in the
state, including the World Wide Web’s increasing role in business development and new political
attention to the smallest of small firms, microenterprises. Finally, we outline some policy options,
ways state and local policymakers can help facilitate entrepreneurship and small business develop-
ment.
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Why Entrepreneurship?

In the New Economy, the business cycle is the child of innovation and product devel opment.4

enterprises, and develop economic opportunity. To ensure the economic well-being of citizens,

government must adapt to these changes. But change is perhaps the hardest thing for any or-
ganization to do because it requires innovation. Management theorist and social philosopher Peter F.
Drucker defines innovation as the capacity to identify and seize opportunities. “Innovation requires
us to systematically identify changes that have already occurred in a business—in demographics, in
values, in technology or science—and then look at them as opportunities. It also requires something
that is most difficult for existing companies to do: to abandon rather than defend yetheray."
unleash entrepreneurship and innovation, the public sector must, as Drucker suggests, “view change
as an opportunity, not a threat.”

Successful adaptation to these changes will depend on many factors, but entrepreneurial energy
is key. Innovation and entrepreneurship enable private enterprises to compete effectively, public
agencies to serve wisely and efficiently, and
nonprofit or Third Sector 0rganizati0n§ to fill the.-l-o unleash en‘rr‘epr‘eneur'ship
gaps between the two. Entrepreneurial energy is | | . .
manifested in skilled workers with the capabilitiescmd innovation, the public

needed to negotiate a changing employmensector must, as Drucker
context; in innovative firms that discover new

w,

markets, create new products and services, antH99esTs, "view change as an
achieve high performance through state-of-the aroppor"runi*ry, not a threat."
technology, organization and management; in
communities that cultivate a high quality of life; in public-private partnerships that enable prudent
public investment; and in a business climate that supports, enables and advances entrepreneurship.

Cultivating innovation and entrepreneurship is also key to future economic development. High-
performance organizations that train and empower employees to inaodagbare the rewards of
those innovations have experienced high rates of profitability, productivity and participation in the
global marketplacéA Business Week assessment of the management qualities that have fueled the
enormous success of Silicon Valley, the nation’s premier entrepreneurial environment, suggests that
the democratization of firms, the replacement of vertical hierarchies with horizontal networks, has
been key to its ascendarfc@ompensation systems that reward the achievements of all emf)onees
have helped stimulate employee commitment and productivity. The Valley's remarkable rebound

Changes in our economy and our society are redefining how we live and work, build successful

4
“Panic in the Year 2000Business Week 2 Mar. 1998: 154.

5
George Gendron, “Flashes of genius:” Peter Drucker on entrepreneurial complacency and delusions . . . and the madness of
always thinking you're number oneThe Sate of Small Business (Special Issue dhc.) 15 May 1996: 30.

° Drucker,Innovation 183.

! Thomas A. Kochan and Paul Ostermaime Mutual Gains Enterprise (Cambridge: Harvard Business School Press, 1994).
° Ira Sager, “Cloning the Best of the Valleglisiness Week 25 Aug. 1997: 146.

° Sager 147.
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from crisisin the early 1990s is also attributed to a collaborative effort that united hundreds of peo-
ple from business, education and labor in a successful effort to develop “local solutions to pressing
problems in education, regulation, and business retention.”

Here we argue that the entrepreneurial path is the right one for the state’s development efforts to
follow. Doing so will complement influences already underwitye most explosive growth in the
state is occurring in the small business segment, and projections indicate that the most job growth
will occur among the types of skills that can be developed by small businEsst®rmore,
entrepreneurship offers substantial returns on investment in the form of high-quality jobs, greater
equity, innovation, economic diversity, and wealth generakimvever, to garner these benefits the
state’s development policy will have to accommodate a new focus: one that brings equal attention to
fostering entrepreneurship.

The Business of Kentucky Is Small Business

portunities they create are growing at the national as well as the state level. According to the
U.S. Small Business Administration (SBA), the number of small businesses increased 49 per-
cent between 1982 and 1985n 1996 alone, SBA's Office of Advocacy reports, an estimated
842,000 new employer firms were Iauncﬁzeeldging ahead of a record 819,477 new employer firms
in 1995.° Sole proprietor firms brought tH996 total to an estimated 1.3 million start-ups, accord-
- LR SBA In 1995, an esti-

In response to dramatic economic change, the number of small firms and the employment op-

TABLE 1 mated 16 million sole proprie-
U.S. Job Growth by Sector, Firm Size, 1991-1996 [IRSIERISCESIVEELRIIECHURV/E
(percent of firms) of entrepreneurial activity.
s T he Bureau of Labor Statistics
A|| F|rmsw/_l-99 Flrmswlloo_or More estimates that between 1994
Firm Employees in 1991 Employees in 1991
s and the year 2005 those seg-
Manufacturing 0.4% 9.9% 2.4% ments of the economy domi-
Trade 2.2% 3.9% 0.2% nated by small firms will
IFinance, contribute 60 percent of new
s | 0 0 - 0 . 16 . .
Rﬂgﬁe 0.3% 3.0% 2:2% jobs.” As illustrated in Table
Services 3.4% 7.2% 0.8% 1, Cognetics, a Cambridge,
Other 0.8% 4.4% 3.2% Massachusetts, firm that spe-
Source: Cognetics Inc.

cializes in tracking small firm
employment, reports that job growth in every sector of the economy between 1991 and 1996 was
largely attributable to firms with fewer than 100 employ%e%nd in Kentucky, small business

10
Douglas Henton, John Melville and Kimberly Walesh, Grassroots Leaders for a New Economy (San Francisco: Jossey-
Bass, 1997) 4.

11
U.S. Small Business Administration (USSBA) Office of Advocacy, “Facts About Small Business—1996,” online, SBA,
Internet (available at: http://www.sbaonline.gjmv/advo/stats/fact1.html).

" Brian Headd, U.S. Small Business Administration Office of Advocacy, personal interview, 28 Aug. 1997.
" USSBA, “Facts . . . 1996.”

H Friedman, E.M.

" USSBA, “Facts . . . 1996.”

 USSBA, “Facts . . . 1996.”

o Friedman, E.M.
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(firms with under 500 employ-
ees) created all of the net new
jobs from 1992 to 1996.” In
fact, Table 2 shows how busi-
nesses with fewer than 20 em-

TABLE 2

Kentucky Job Growth by Major Industry

and Employment Size of Firm, 1992-1996

Number of Employees

ployees were responsible for

100-

5-19 20-99 499 500+ Totals

31,497 22,254 38,753 (14,770) 113,979

2,792 5,622 14,572 (19,593) 4,526

4,353 3,933 4,588 (5,891) 10,710

14,748 8,612 16,769 18,559 80,230

: 1-4

52.6 percent of the small bgs— Al Industry .047
ness job growth, representing [ manufacturing 1134
67,744 jObS. Retail Trade 3,727
. . e Services 21,543

A highly diversified small Other 5583

9,604 4,087 2,824 (7,843) 18,514

business community has long

Source: U.S. Small Business Administration

been the backbone of the Ken-

tucky economy, contributing the lion’s share of jobs, regardless of the definition of small business.
While the immense contributions that large firms, such as Ashland Inc., Ford, General Electric, Hu-

FIGURE 1
Business Establishments in Kentucky, 1995

500 & Over | 200

100 to 499 F 1,900

2010 99 - 10,100

11019

No. of Employees

2,900

0 10,000 20,000 30,000 40,000 50,000 60,000 70,000 80,000

Source: County Business Patterns, 1995

mana and Toyota, have made to Ken-
tucky’s economic and social health are
undeniable, these firms may be reaching
the limit of their ability to spawn sig-
nificant employment growth. While
Ford and Toyota have continued to ex-
pand in response to highly successful
product lines, General Electric has an-
nounced that 1,500 jobs could be lost at
its Louisville Appliance Park if it opts
to move production lines to Mexico.
The creation and expansion of small
enterprises, on the other hand, afford a

virtual wellspring of potential growth. In
fact, while the payrolls of Fortune 500
companies, which peaked at 16 millionh
employees in 1979, dwindled to 12 mil
lion by 1995, the “invisible entrepreneut
rial economy” had created approximately
24 million newjobsffJ

As llustrated, establishments wit
fewer than 500 employees, which the SBA
defines as small businesses, comprised th
overwhelming majority of state firms and
employed 82 percent of Kentuckians in
1995 As Figure 1 shows, less than [L
percent of the state’s firms employ 500 o

18%

27%

=

more people. Genuinely small busSiNeSSESg,, e county susiness Patems, 1995
those with fewer than 20 employees, NO\V-Note: These data do not include government or farm workers.

Distribution of Employees in Kentucky
by Size of Business Establishment, 1995

500 & Over

100 to 499

FIGURE 2

1to19
26%

20 t0 99
29%

ever, represented 85.7 percent of all firms

18
USSBA, “1997 Small Business Profile.”

19
Associated Press, “Louisville May Lose 1,500 GE Jobexington Herald-Leader 7 Feb. 1998: B2.
20
W.E. Wetzel, Jr., “Angels in America: Creating New Capital Markets for Emerging VentBestfiern Growth

(Southern Growth Policies Board) Summer 1996: 21.

21
Bureau of the Censu€punty Business Patterns 1995 (Washington: U.S. Department of Commerce, 1995).
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in the state in 1995 and employed 26 percent of Kentuckians. Further, establishments with fewer
than 100 employees employed 55 percent of Kentuckians and comprised 97.5 percent of al estab-
lishments in the state (see Figure 2). Given national trends, firms of this size have likely increased in
number and in the number of Kentuckians they employ over the interim two years for which these
data are not yet available.

New Labor Market Realities

eanwhile, the old economy, the target of many of public policies, continues to ebb. Low-skill
jobs, like the thousands lost at Union Underwear and Fruit of the Loom plants in Kentucky
during 1997, are predicted to continue their drift offshore. Without skills and a measure of
entrepreneurial capacity, many of those who are displaced will face enormous difficulty negotiating
the waves of economic change ahead, which will alter industrial makeup, as well as the size of firms.

While the United States will continue to make increasingly sophisticated products and retain a
commanding share of world production, technology and organizational change are expected to en-
able dramatic advancements in productivity that will eliminate the need for many manufacturing
jobs. Between 1994 and the year 2005, the Bureau of Labor Statistics (BLS) predicts that an esti-
mated 1.3 million manufacturing jobs will be lost while the national share of output remains virtually
unchanged. Manufacturing’s overall share of jobs in the economy is predicted to decline from one in
seven in 1994 to one in eight by the year 2605.

As a consequence, the very foundation of the development strategies on which we have histori-
cally relied is being systematically undermined. Gradually, jobs and opportunity in the manufactur-
ing sector, where these efforts have largely been concentrated, are being pared away. In spite of
recent growth in Kentucky’s manufacturing sector and among small manufacturers nationally, long-
range forecasts are for a decline in manufacturing jobs, as well as farm and mining employment, the
historic cornerstones of the state’s economy. Kentucky's Department for Employment Services in
the Workforce Development Cabinet, for example, predicts that the occupational categories in which
the largest loss of jobs will occur between the
years 1994 and 2005 are sewing machine
Highest Losses, Kentucky, 1994-2005 operators (4,752 jobs) and farmers (4,695
jobs).” The occupational category of farm

TABLE 3
Projected Job Losses in Occupations with

Sewing Machine Operators, Garment 4,752 | workers, which excludes the growing field of
Farmers 469 1 agricultural services, is predicted to experi-
Bank Tellers 1,775 he f h high f decli losi
Farm Workers, Excluding Ag. Services 1,748 ence the OUI'"[ 19 est rate 0 .ec Ine, 'O'Smg
Cleaners & Servants, Private Household 1156 | nearly 1,775 jobs by 2005. Similarly, mining
Typists, Including Word Processing L118 1 occupations represent eight of the 25 fastest
Bookkeeping, Accounting, Auditing Clerks 1,102 L . . 2%

Mainframe Computer Operators, Ex. Peripheral 928 | declining occupations in the stateOther
Equip. declining occupations, including those of
Source: Department for Employment Services, Kentucky Workforce .

Development Cabinet bank tellers, typists and bookkeepers, reflect

the impact of advancing technology.
The nation, as well as Kentucky, is expected to broadly expand its internal capacity to meet the
human needs of its own population, as well as serve those of the global community. Over the past
five years, between 1991 and 1996, home health-care services nearly doubled in terms of job growth

22
Bureau of Labor Statistics (BLS), “New 1994-2005 Employment Projections” (News Release), U.S. Department of Labor
1 Dec. 1995.

23
Kentucky Department for Employment Servicééentucky Occupational Outlook to 2005 (Frankfort: Kentucky
Workforce Development Cabinet, 1997) 16.

24
Employment Services 17.
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(91 percent).25 Between 1994 and 2005, BLS predicts that health services, business services and
social services will account for one of every two jobs added to the economy.26 Small entrepreneurial
firms led by skilled professionals and paraprofessionals will respond to unmet needs in the economy.
In Kentucky, real employment growth is also expected to remain concentrated in the service
sector, from health and human services, to high-end business, management, and computer and data
processing services, to street-level restar e ..
rant and retail sales. As illustrated in Table TABLE 4
4, occupations in service industries such as JRIEFEHERCIGNIIs RO LU RN €110 3%

health care, management and marketing are by Job Requirement, 1994-2005
predicted to experience the highest rates of

growth in Kentucky. The highest number of Annual Job
job openings for college educated workers inu eauirementhccuiation Oieninis
in Kentucky will occur in the “general man i
d top executives” occupatior , General Managers & Top Executives 1,613
agers an P p ' Registered Nurses 1,093
category (1,613), followed by registerefl Teachers, Elementary 903
nurses and elementary, secondary and Sp€Feachers, Secondary 616
. . 27 . . . -
cial education teachersTopping the list of L_Teachers, Special Education - 362
the most annual jOb openings for 7ExtenS|e Postsecondal rEmIo er Training
ith a hiah school diploma and/or so Marketing & Sales, Supervisors 879
wi 9 T P . Clerical Supervisors & Managers 694
postsecondary training are retail salesp§Tyvaintenance Repairers, General Ut 603
sons (2,247), general office clerks (1,094), Other Sales Reps., Excluding Retail 571
waitresses and waiters (1,024), and nursihghutomotive Mechanics 527
aides, orderlies and attendants (1,003 loma and/or Some Postsecondary Training ___|
Kentuckians without a high school diplom Salespersons, Refal 2,241
: gh SCNOOL AIPIOMBGenera) Office Clerks 1,096
may find work as cashiers, janitors, fa$tyaiters & Waitresses 1024
food preparers, guards, or stock clerks, HuiNursing Aides, Orderlies & Attendants 1,003
employers will express a preference for high Secretaries, Except Legal & Medical 962
school graduates in these JO%S. H hchool Diploma Preferred, Not Required _—
Here, as around the nation, many afeoar :

. . . ! Janitors & Cleaners 1,182
creating their own qpportunltles in the maf- Food Prep. & Service Workers, Fast Foods 871
ketplace. Small business growth has comd1nGuards 643
response to structural economic shifts tHatStock Clerks, Sales Floor 639
have decentralized employment OUtSOUFCS-a’ume"Dem for Employment Services, Kentucky Workforce Development Cabinet

specialized services and scattered millions of displaced workers and marketplace functions. The
collective response to this reconfiguration of our economy has been one of extraordinary entrepre-
neurial energy. Capturing more of it here in the Commonwealth is central to the long-term health of

Kentucky’s social and economic well-being. To do so, it will be necessary to modify and enhance

development policy.

® Friedman, E.M.

* BLS, “New. . ."

7 Employment Services 8.
28 Employment Services 12.
* Employment Services 14.
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Entrepreneurial Benefits

energy of a dynamic economy becomes a magnet for people of al ages. Ironically, an entre-

preneurial economy offers a bevy of positive, largely unique outcomes that often promote the
recruitment of coveted high-performance organizations. The many potential short- and long-term
benefits of recasting our development effortsin afar more entrepreneurial mode include:

Entrepreneurial development holds the possibility of a more promising future, one in which the

e High-Value Jobs

e Greater Equity

* Innovation

e Economic Diversity

*  Wealth Generation

* Radiating Economic and Social Entrepreneurship.

High-Value Jobs

he breadth of the population of working poor attests to the disturbing disconnection between

full-time employment and prosperity. The number of jobs is less important than the quality and
sustainability of jobs to the long-term economic health of families and communities. Today, small
businesses are not only creating more jobs than larger firms, according to Cognetics, they're creating
more high-wage jobs. From 1991 to 1996, Cognetics found that those firms with fewer than 100 em-
ployees created 9.3 million or 83.6 percent of the 11.2 million net new jobs. Of the total jobs cre-
ated, 4.9 million were in high-wage firms paying an average wage of $29,191; small firms created
4.2 million or 87 percent of those joﬁs.

Arguably, an entrepreneurial development strategy will help create more high-value jobs that are
more likely to remain an integral part of Kentucky’'s economy and thus more likely to produce en-
during benefits than the mobile firms that now garner much of the favor of our development policies.
Firms conceived, created and owned by Kentuckians are far more likely to remain rooted in our
economy and in our communities than firms that move with the winds of lower business costs.
Rather than low-paying, marginal employment opportunities, the quality of new jobs in small firms
in Kentucky nearly parallels those being created by most established businesses; only the state’s
largest firms pay significantly higher wages. And, as small firms stabilize, wages improve. John E.
Jackson, a professor with the University of Michigan’s Institute for Social Research, finds that small
start-ups produce good jobs, the quality of which improves with the31f'mlneady, according to the
U.S. Department of Commerce, even the tiniest and, in all likelihood, the most fragile of Kentucky's
new firms pay an average wage comparable to the average for all firms in the state. While the aver-
age earnings at Kentucky firms employing fewer than five people was $21,820, the average for all
firms was only 2 percent higher at $22,’§§1Eigure 3 illustrates the wage differential for various
sized firms in Kentucky. In terms of hourly wages, the Center’s survey of Kentucky entrepreneurs
found an average hourly wage of $1f316ertainly a respectable number.

30
Mike McNamee, “Good News from Small BiBusiness Week 1 Sept. 1997: 24.

31

John E. Jackson, “Firm Size and the Dynamics in a Market Economy,” University of Michigan Business School, Ann
Arbor, Michigan, as cited by Karen E. Carney, “Registry: Who's Who in Small Business Res&mtenf Small Business,
1995, Inc. Online, Internet, 3 Oct. 1997.

32
U.S. Department of Commerdeounty Business Patterns, 1995.
33
The $11.17 average is calculated from three questions from the Survey of Small Business Ownerg/h@-34he
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A significant though predictable dis-

parity exists between wages at the small- FIGURE 3
est and the largest firms in Kentucky. Average Annual Per Person Payroll at
The state’s large or “supersize” firms Kentucky Firms, by Size of Firm, 1995
(500+ employees) provide high-quality o _ $30.4
jobs because they are outposts of estab- '
lished, mature corporations that have *° T $22.6
abundant resources with which to com-  $25 T $19.3 $19.9 523
pete for the Commonwealth’s most é $20 + '
skilled workers. In many cases, veteran é $15 4
employees with significant tenure dom|- =

, $10 4
nate the workforces of these firms.
Many, including Ford, General Electric| $ T
Rohm & Haas, and Phillip Morris, are $0 t t t |
unionized facilities in which wage and 1to19 20109 10010499  Over 500
benefit packages are the products pof Number of Emplovees
collective bargaining agreements. —BySize = m====All Companies

Due to the diminished resources of
smaller firms, a number of studies have
found marked differences between the
benefits received by employees of small and large establishments. For example, a 1994 study of Cur-
rent Population Survey data by William J. Wiatrowski found that a smaller proportion of firms with
fewer than 100 employees provide benefits of all types than larger establisﬁnﬁemts:xample,
employees of smaller firms paid higher deductibles and made larger monthly contributions to health
care benefits. They were also slightly less likely to receive paid vacations and days of paid vacation
compared less favorably as years of tenure acé?L&imilarly, a study of national survey data by
Kathawala and Elmuti found that employee health care coverage clearly increases with the size of a
firm but the cost to employers declin3é$onsequently, to close national gaps in health care and
pension benefits, public sector attention must be brought to ways of creating affordable alternatives
for small firms and their employees.

Tables 5 and 6 illustrate employment levels and wages relative to firm size. While most indus-
tries show the predictable relationship between larger firms with more resources and higher wages,
the industrial sectors where most small firms (61.9 percent of firms with fewer than 20 employees)
are concentrated—services (36.1 percent) and retail trade (25.8 percent)—pay competitive wages
within their industry. In the fast-growing services sector, establishments with fewer than 20 employ-
ees pay wages that are higher or competitive with those paid by the largest establishments. As
shown, the average 1995 service industry wage in establishments with fewer than 20 employees
($21,325), according to the Census Bureau, was 7.4 percent higher than the average for establish-
ments of all sizes ($19,851). Those establishments with 20 to 99 employees paid the highest wages.

Among establishments employing fewer than 20 people, about a quarter or 25.8 percent are in

Source: County Business Patterns, 1995

average hourly wage for employees of your firm in the following categories? The three categories are
PROFESSIONAL/TECHNICAL, PRODUCTION, and OTHER WORKERS. The average wage for all workers is obtained
by multiplying the mean wage for each category times the sample size, summing the products, and then dividing by the total
sample size. In other words (or as the case may be, numbers), $11.17 = ((201 x $17.24) + (148 x $9.24) + (242 x $7.32)) /
591.

34
According to the Bureau of Labor Statistics, earnings of production or nonsupervisory workers in Kentucky during May
1997 for all manufacturing workers was $13.22. Therangeis $7.77 in the apparel industry to $21.54 in motor vehicles.

35

William J. Wiatrowski, “Small Businesses and Their Employeliithly Labor Review Oct. 1994: 29.
36

Wiatrowski.

37
Yunus Kathawala and Dean Elmuti, “An Empirical Investigation of Health Care Coverage and Costs in U.S. Small
Businesses,Journal of Small Business Management Oct. 1994: 61.
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TABLE S
Kentucky Establishments by Industry Group, 1995
Total Firms No. of Firms by No. of Employees Percent of Firms
Al <20 All <20
Sizes Employees 1-4 59 10-19 Sizes Employees
Agricultural Services 1,247 1,191 803 264 124 95.5 1.6
Mining 886 562 317 103 142 63.4 0.8
Construction 8,395 7,608 5,076 1,623 909 90.6 10.5
Manufacturing 4,532 2,670 1,330 639 701 58.9 37
Transportation 4,368 3,649 2,320 807 522 83.5 5.1
Wholesale 6,147 5,210 2,731 1,429 1,044 84.8 72
Retail Trade 22,468 18,636 9,722 5,262 3,652 82.9 2538
Finance, Insurance & Real Estate 7,215 6,616 4,389 1,557 670 91.7 9.2
Services 29173 26,094 16,928 5,836 3,330 89.4 36.1
TOTAL 84,431 72,236 43,622 17,520 11,094 NA 100.0
Source: County Business Patterns, Kentucky, 1995

retail trade. Wages in this high employment growth industry lag well behind those of other indus-
tries, regardless of establishment size. However, the smallest of these establishments, those employ-
ing fewer than 20 people, pay wages that, on average, exceed the average for establishments of all
sizes. Wages in the largest retail establishments, those employing 100 to 499 people, exceed those in
the smallest establishments by only 6 percent on average. It is worth noting that only 55 of Ken-
tucky’s 22,468 retail establishments employ 250 or more people and only 350 establishments em-
ploy between 100 and 249 people. As in every major industry group, the majority of retail
establishments in Kentucky—18,636 or 82.9 percent—employ fewer than 20 people.

Nearly one fifth of establishments with fewer than 20 employees are in the construction (10.5
percent) and the finance, insurance and real estate (9.2 percent) industry groups. Here, more signifi-

TABLE 6
Annual Pay Per Employee by Establishment Size and Industry
Kentucky, 1995
Number of Employees
Average Pay
1-19 20-99 100-499 500+ All Sizes

Agricultural Services $15,519 $17,288 NA NA $17,407
Mining $33,708 $31,029 $40,397 NA $36,244
Construction $19,562 $26,518 $32,686 NA $23,878
Manufacturing $22,272 $25,381 $27,648 $35,235 $29,768
Transportation $22,631 $28,219 $35,044 $35,192 $30,704
Wholesale $25,573 $26,759 $36,279 NA $27,315
Retail Trade $12,730 $11,211 $13,488 NA $12,262
Finance, Insurance &
Real Estate $23,870 $29,038 $33,212 $31,129 $27 117
Services $21,325 $29,598 $15,949 $23,298 $19,851
Source: County Business Patterns, Kentucky, 1995

cant wage disparities between smaller and larger establishments are evident. Again, however, it is
worth noting that the overwhelming majority of firms (90.6 percent of construction establishments
and 91.7 percent of establishments in the finance, insurance and real estate business) in Kentucky in
both these major industry groups employ fewer than 20 people. Firms of this size have their smallest
presence in the manufacturing sector (4,532 firms) where they still comprise the majority (58.9 per-
cent) of all establishments.

While these data confirm the correlation between large, established firms and higher wages, the
ascendance of lower wage industries, namely services and retail, has been clearly established. In-
deed, the highest pay for industries of all sizes in 1995 was found in the mining industry where em-
ployment declined 44 percent between 1987 and 1996, according to the Department for Employment
Services. Fewer than 20,000 Kentuckians were employed in mining in 1996. Steady declines in em-
ployment are also anticipated in manufacturing. Because small firms in Kentucky dominate each

12
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major industry group and lower wage industries are providing jobs for more and more Kentuckians,

the importance of strengthening small firms with high-wage potential and facilitating their growth

cannot be overstated. Nor can the importance of increasing the capabilities of Kentucky’s workforce.
With the presence of higher skills in a more entrepreneurial environment, more high-wage firms can
be expected to emerge.

Greater Equity

development strategy that offers opportunity to everyone, instead of linking it to the location

decisions of outside firms, is far more likely to distribute its benefits more equitably. An entre-
preneurial approach to raising quality of life and personal income in Kentucky would channel public
resources to communities and individuals that need them, rather than to mobile industries that pit
states against one another in a bid for long-term tax relief. This deferral of public resources and the
public good they might achieve over the long run effectively compromises the state’s ability to
fashion its own remedies for unique underlying economic and social problems.

Alternatively, through services andpport aimed at Kentucky entrepreneurs, the state can effec-
tively democratize economic development and enable people from all regions and all economic cir-
cumstances to participate more fully in its development. Indeed, research shows that commitment to
place—a Kentucky tradition—is a strong determinant of small business development. In a study of
1,200 business owners, Paul D. Reynolds of Babson College in Wellesley, Massachusetts, found that
people who started businesses had lived in an area for five to ten years prior to starting their busi-
nesses. And, importantly for Kentucky’s rural areas, which continue to lose young, more educated
residents, most were high-school graduates but not necessarily college gr3§c8jméarly, Rey-
nolds finds that most entrepreneurs (90 percent) live in a state for six years before incorporating
there. Because knowledge of an area may be key to business formation, strong entrepreneurial de-
velopment strategies could encourage many Kentuckians, including those seeking to return to their
home state, to launch new enterprises here.

If, as Peter Drucker, Jeffry Timmons and myriad others assert, entrepreneurs are made not born,
promoting entrepreneurial development could yield benefits in areas that have historically had diffi-
culty attracting jobs from the outsideAs University of Michigan Professor John E. Jackson has
found in his studies of Michigan’s transition from a dominant-industry manufacturing economy,
policies that stimulate new enterprise development and productivity are far more effective than sub-
sidies to struggling industriésAnd industries that make location decisions based on low wages and
low business costs are often struggling. Though an entrepreneurial strategy requires investments in
human capital and community infrastructure, it offers an opportunity for a fairer and a more enduring
return on investment—a populace that thinks and acts innovatively.

At the community level, the cultivation of small firms and microenterprises, those employing
fewer than five people, offers enormous potential. In an analysis of the characteristics of the nation’s
most magnetic small towns, sociologists Michael Irwin, Charles Tolbert and Thomas Lyson found
that a common and apparently essential ingredient is a diverse base of small businesses. These firms,
including small manufacturers, the authors conclude, anchor people to place and engage them in the

38

Stern.
39

Stern.
40

Paul D. Reynolds, “Local and Regional Characteristics Affecting Small Business Formation: A Cross-National
Comparison,” Organization for Economic Cooperation and Development, 1993, as cited by Carney.
* This is not to suggest that each region is at an equivalent stage of entrepreneurial evolution or readiness, but that an
equitable, region-specific approach can facilitate the development of entrepreneurship.

42
John E. Jackson, “Seeing the Trees Through the Forest: The Changing Michigan Economy, 1978-1988,” University of
Michigan Business School, 1991, as cited by Carney.
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civic life of their communities,” Because of their investment in communities, small firms are often
less likely to leave during economic downturns. Even retail establishments, these researchers con-
clude, can play an instrumental role in creating public spaces where people interact and civic life
flourishes.” They recommend that strategies for increasing long-term residents and stemming out
migration include the cultivation and development of small businesses.

At present, the communities of the Commonwealth where need is most acute and where the fruits
of development would make the most pronounced difference in income and quality of life are per-
haps the least likely to enjoy the benefits of the state’s principal economic development strategy. The
Berea-based nonprofit Mountain Association for Community Economic Development (MACED)
recently identified critical barriers to the successful implementation of the Economic Development
Cabinet’s industrial recruitment strategy in the 49 Appalachian counties it represents in eastern
Kentucky. They include economic decline, a shortage of human capital, divided communities and
environmental degradatié'waithout substantial investment in human and physical capital, MACED
concludes that efforts to recruit industry to eastern Kentucky will continue to be largely unsuccess-
ful. Clearly, many rural communities throughout the state have yet to benefit from industrial recruit-
ment initiatives.

Alternatively, a capacity-building strategy that focuses principally, though not exclusively, on
development from within offers communities with structural deficiencies an opportunity to partici-
pate fully in the expansion of opportunity.

Innovation

ntrepreneurial firms offer our economy more potential for innovation than large established ones.

To begin with, their perspective differs. Entrepreneurial firms have the potential to create or
capture an entire industry while large established firms are often predisposed to protect their market
share. In addition to financial rewards, the desire for independence, recognition and an outlet for
creativity motivates entrepreneurs. Major obstacles do not easily thwart dedicated entrepreneurs. In
complex organizations, on the other hand, “The overriding obstacle often is maintaining an adequate
commitment to a new idea in the face of internal obstacles to change. There is an understandable
reluctance to depart from what has been a successful pattern of business.”

Noted entrepreneurial researcher Zoltan J. Acs, who founded the j@ma&lBusiness Eco-
nomics, found that, even in industries dominated by large firms, small firms are the source of most
innovations, including the organization and application of technéfdgyewise, based on numer-
ous studies, the Small Business Administration finds that:

e Small firms produce 55 percent of innovations.

e Small firms obtain more patents per sales dollar, even though large firms are more
likely to patent a discovery, implying that small firms have more discoveries.

e Small research and development (R&D) firms have higher percentages of R&D scien-
tists and engineersthan large firms, 6.41 percent versus 4.05 percent.

e Small firms receive only 11 percent of their R&D funds from the federal government,
compared to the 26 percent large firms receive.

43
Michael Irwin, Charles Tolbert, and Thomas Lyson, “How to Build Strong Home Town®rican Demographics Feb.
1997: 43-47.

44 .
Irwin et al.

45
Mountain Association for Community Economic Development (MACED), “Sustainable Communities Initiative” (grant
proposal) 1996.

46

U.S. Panel on Invention and Innovation, as cited by USSBASate of Small Business, 111-112.
47

Zoltan J. Acs|nnovation and Small Firms (Cambridge, MA: MIT Press, 1990).
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e Afederal dollar to small firmsis more than four times as likely to be used for basic re-
search as a federal dollar to alarge firm. *

Kressel and Guile argue that the role of small firms in the larger economy is one of breaking new
ground and taking the risks large firms are unwilling to assume. “The substantial benefits of small-
business risk taking—the rapid exploration of new market possibilities, the development and refine-
ment of new products and services, certain types of technical innovation, and product diversity—
accrue to individual consumers, to other companies and to the national ecé%mmyy’ cite the
video rental business, which emerged from a small business venture, as an example of the potential
of small business innovations. In this case, small businesses took the initial risk, established a new
market, paved the way for larger firms while enabling small owners to accumulate profits, and
created a web of market reactions, including an explosion of VCR sales that ultimately drove prices
down and thus broadly benefited consumers.

“Innovation,” Peter Drucker suggests, “is the act that endows resources with a new capacity to
create wealth. Innovation, indeed, creates a resource. There is no such thing as a resource until man
finds a use for something in nature and thus endows it with economic value. Until then, every plant is
a weed and every mineral just another roCk&s Drucker eloquently observes, innovation is the
transformation of ideas into tangible products and services, into new resources that satisfy an unmet
need or meet a need in a superior way. The benefits of small firm innovation in the development of
new types of businesses, new products, and new markets are catalytic. One need only consider a
sample of 20th century small business innovations to sense the potential for returns on new products.
The Small Business Administration cites the airplane, the personal computer, optical scanners, soft
contact lenses, heart pacemakers and zippers as only a few examples of small business innovations,
each of which has produced incalculable economic and social effects and benefits.

Just as high-performance workplace systems enable enterprises to capture more of the transfor-
mational potential of innovation through employee training and empowerment, the conscious culti-
vation of an entrepreneurial approach to development facilitates innovation and, therefore, offers the
possibility of exponential reward. Indeed, the ability of U.S. firms to remain competitive in indus-
tries that would otherwise be drawn to cheaper labor is widely credited to innovation. Just as large
firms are able to manage and adjust to market fluctuations, changing demand and economic down-
turns, entrepreneurial economies are more resilient because innovative energy flows more freely.
Ultimately, the relative health of an enterprise or an economy is a product of its internal capacity to
see and shape opportunity in a changing context.

Significantly, the advantages entrepre-
neurs possess translate into results. In a study

Ultimately, the relative health of conducted for the SBA, small firms were es-
an enterprise or an economy is a timated to be responsible for 55 percent of
. . 8,074 innovations in 362 industries identified
product of its internal capacity in a collection of technology, engineering, and
to see and shape opportunity trade journals: New firms, in particular, were

found to have made a significant contribution
to the commercialization of new technologies.
The study also revealed that small entrepre-

in a changing context.

“ USSBA, “Facts . . .”

® Krellel and Guile 28.

* Drucker,Innovation 30.

o USSBA, “Facts . . . “

* USSBA, The Sate of Small Business: A Report to the President (Washington: Government Printing Office, 1997).
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neurial firms produced more than twice as many product innovations per employee as their larger
counterparts,53 and nearly twice as many significant innovations per empl oyee.54

Innovation ranks high among the desirable characteristics of any state’s economy and constitutes
a potential void in our own. As economist Joseph Schumpeter noted more than 50 years ago, “It isn’t
price competition but new technologies, new products, and new forms of organization that lead to
decisive cost or quality advantagéss.Overall, technological innovations and their diffusion are
credited with about 30 percent of the growth in the U.S. gross domestic product from 1947 Fo 1992.
Conversely, an economy that does not enable innovation or entrepreneurship cannot expect growth
to meet or exceed expectations.

Economic Diversity

dam Smith noted over two centuries ago that a regional or local economy is healthier if it is

fueled by 20 firms with 100 employees each, rather than two firms with 1,000 employees each.
“The real wealth of nations,” he observed, “comes not from the size of the firms but from their num-
bers.” The truth of Smith’s words resonates in today’s advanced economy just as it did during the
founding years of our nation. In particular, small entrepreneurial firms tend to create diversity and
competition, whereas large firms tend to stifle these forces and link whole networks of businesses
and industries to the production strategy and the economic health of a single enterprise. As a conse-
guence, whole networks of businesses rise and fall with the fortunes of a single firm. Witness the
economic devastation of communities that have lost thousands of garment manufacturing jobs in our
state. By contrast, diversity reduces the vulnerability of a state or local economy to unforeseen
events and helps moderate the effects of the inevitable economic downturn.

Importantly, one of the brightest spots in Kentucky's economy lies in its relative diversity and the
range of opportunity that diversity can enable, given the appropriate support. The Corporation for
Enterprise Development continued to give the Commonwealth top marks (“A”) for the diversity of
its economy in 1996, but the state fell from fourth in the nation in 1995 to 10th in 1996. Neverthe-
less, the strength of this diversity continues to present opportunity for expansion and improved eco-
nomic performance. In effect, the economic activity already present in the state offers a broad
foundation for growth and development and a level of diversity sufficient to withstand economic
downturns. If matched with a strong commitment to the cultivation of entrepreneurial capacity, ex-
ponential growth could conceivably result.

Wealth Creation

he wealth generated by a particular business is nearly impossible to measure. As we noted in the
discussion of innovation, the products of small business innovation have a broad and enduring
impact that is incalculable in its scope. Nevertheless, when companies are sold or taken public, it is

” By comparing total employment in the 362 industries of the innovating enterprises with the total number of innovations,
the SBA study found 2.38 times as many innovations per employee in small entrepreneurial firms as in established firms. A
previous study had estimated aratio of 2.45 for a smaller group of 635 innovationsin the 1970s.

* The SBA innovations were assigned a level of significance: (1) first of its type, (2) a significant improvement of existing
technology, or (3) a modest improvement of an existing product. Small firms were found to produce 1.91 times as many
first-of-type innovations, 1.92 times as many significant improvements, and 2.46 times as many modest improvements per
employee as large firms.

55

Zoltan J. Acs, “Where New Things Come Froim¢. May 1994: 29.
56

USSBA, State of Small Business.

57
J.S. Luke, C. Ventriss, B.J. Reed and C.M. Ré&thaging Economic Development (San Francisco: Jossey-Bass, 1988)
74.
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possible to glimpse some rather telling numbers. For instance, a report by the Louisville Area Cham-

ber of Commerce, Growing Success, notes that several Louisville-based entrepreneurial companies

started in the 1980s, including Healthcare Recoveries, CompDent, The Cobb Group, Home Care

Affiliates, and Financial Alliance, were sold for an aggregate price of over $200 million in the

1990s.” Much of this wealth remains in Louisville, where a portion of it is being reinvested in new

growth companies. Moreover, many of these firms remain an integral part of the state’s economy,

contributing jobs, competitive energy, and tax revenue, as well as needed products and services.
Entrepreneurship also creates wealth for a state by expanding the tax base on two levels. Each

net new job provides a new taxpayer, as does each net new business entity. This particular aspect of

entrepreneurial development offers what is perhaps one of its most distinct differences from tradi-

tional recruitment strategies. Under “supply-side” policies that emphasize responding to the demands

of mobile industries, states have no guarantee that successfully recruited firms will remain long

enough for the state to recoup its investments, which often take the form of site or human resource

development, extensive tax relief, or both. Not only do homegrown firms (and their profits) tend to

stay in the communities in which they originate, but also the return on entrepreneurial investment is

easier to gauge.

Radiating Economic and Social Entrepreneurship

One of the most desirable traits of entrepreneurs is their ability to generate excitement and inspire
others to join their ranks, to act with daring and tenacity, whether they are launching a new
business or tackling a social problem. Indeed, social or civic entrepreneurs, as evidenced by a bur-
geoning nonprofit sector, have become as important to the well-being of our state and our nation as
those who form new businesses, create employment opportunities, and help generate wealth. With
the federal government’s retrenchmer*

from social spending has come a v Tgqching a populace to think and act
brant new grassroots movement that

aiming considerable energy and re entrepreneurially promotes efficiency,

sources, thanks to increasing found cpreativity and innovation in arenas out-

tion wealth, at all manner of socia . .

problems and public policy challenges side the business world.

Just as these entities are generati..,

vital social capital in communities around the Commonwealth, entrepreneurs are paving the way for
the next generation of business owners. And, in addition to their social contribution to the state, non-
profits are creating jobs whose express mission is often that of expanding economic opportunity for
others.

In short, the success of today’s entrepreneurs inspires the aspiring. The simple presence of role
models, many of whom serve as informal mentors, provides powerful encouragement to would-be
entrepreneurs, reinforcing the potential for reward, despite early-stage fears and struggles. Research
into the entrepreneurial process by Jeffry Timmons, a professor of entrepreneurship at the Harvard
Business School, confirms the notion that communities with an abundance of entrepreneurial com-
panies often propagate even more entrepreneurs. According to Timmons, “Numerous studies show a
strong connection between the presence of role models and the emergence of entrefmgrEweurs.”
trepreneurial companies provide an important training ground for future entrepreneurs. Many of
them apprentice with entrepreneurial companies before embarking on their own ventures. As Tim-

58
Louisville Area Chamber of Commerce, Growing Success: A Report on Entrepreneurship in Louisville (Louisville:
Author, 1996) 4.

59
Jeffry A. Timmons, New Venture Creation: Entrepreneurship in the 1990s, 3rd Edition (Chicago: Irwin, 1990) 24.
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mons notes, “Most entrepreneurs follow a pattern of apprenticeship, where they gain business expe-
rience and knowledge from either their jobs or from parents who are seIf-emp??)yed."

Family role models appear to play an important role for both civic and business entrepreneurs.
Certainly, a culture that values reciprocity is more likely to foster continued traditions of giving in
the interest of the common go%d_ikewise, research, including the work of the Kentucky Long-
Term Policy Research Center, suggests that a family background in business ownership influences
the decision to become a business ov?/ZnSlyracuse University economists Thomas A. Dunn and
Douglas Holtz-Eakin, for example, traced outcomes for a group of young men fra®6de to the
1980s. Predictably, parental and personal wealth had a statistically significant effect on whether
these young men became self-employed. But the effect was a modest one. Instead, the occupation of
parents in the study group was a far more significant determinant. Sons of self-employed parents,
particularly fathers, were far more likely to become self—empISSyS«imilar findings emerged from
a study of business administration students by Charles H. Matthew and Steven B. Moser, which
found that, at particular ages in life, family backgrounds in small business are associated with the
increased likelihood that an individual will be interested in becoming an entrep?eﬂseamause
parental example is such an important factor in motivating entrepreneurship, it underscores the im-
portance of cultivating future role models now.

Thriving entrepreneurs have also proven to be an important source of risk capital for new ven-
tures. William Wetzel, the oft-cited professor emeritus of management at the University of New
Hampshire and director emeritus of the Center for Venture Research, reports that about three quar-
ters of “business angels” are self-made millionaires, many of whom were entrepreneurs themselves.
These angels invest between $10 billion and $20 billion a year in an estimated @00& ven-
tures —far exceeding investments by the professional venture capital market, which invested some
$3.1 billion in about 2,400 firms, and less than $1 billion in early stage companies in 1995.

Teaching a populace to think and act entrepreneurially promotes efficiency, creativity and inno-
vation in arenas outside the business world. Moreover, as the achievements of entrepreneurs gain
recognition, young people not only begin to recognize and appreciate what it takes to make busi-
nesses succeed, but also and perhaps more importantly, they begin to see possibilities. Entrepreneu-
rial qualities are also highly regarded by organizations that depend on an empowered workforce to
innovate and invest their establishments with an entrepreneurial spirit. By successfully introducing
and advancing these qualities in our culture, the state could promote a more dynamic, energetic im-
age of possibilities, rather than one of limitations.
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Why Entrepreneurship?

New Directions for Development Policy

local economic development policies were shifting away from a nearly exclusive past focus on
externally oriented “supply-side” policies designed to meet the demands of mobile industries.
The success of these policies hinged on the decision of outside firms. Eisinger saw it being replaced
by a “mastery of demand factors,"the
internal qualities that enable states orMar'ke-ring flawed producfs—poorly

communities to compete in today's . . .
marketplace. This new develop-from-within educated workforces in regions with

sensibility, ~Eisinger concluded, was high unemployment rates—to mobile
emerging in response to diminishing retums; 4 stpies has not and will not likely
from industrial recruitment, the strategies of .
which were quickly being appropriated by create sustainable wealth.

other states and locales; to declining federal

aid; and, perhaps most importantly, to

structural changes in the larger economy. Globalization of the economy was compelling an alto-
gether different approach to development, one that would facilitate capital formation and wealth
generation far more effectively than its predecessors.

These entrepreneurial approaches to development were not unlike the organizational change un-
derway in American workplaces. The complacent, production-first mentality that U.S. dominance of
the world marketplace had fostered was being supplanted by a new emphasis on process, on the or-
ganization of work to enable continuous improvement of product quality. States, like enterprises
faced with new competitive pressures, were coming to see that the quality of the products of public
institutions—from effective public schools, to skilled workforces, to entrepreneurial assistance—
mattered far more than the quantity of jobs incentive programs managed to snare. Marketing flawed
products—poorly educated workforces in regions with high unemployment rates—to locating indus-
tries simply did not create sustainable wealth. Instead, mobile industries continued their pursuit of
cheaper labor.

Eisinger's assessment of new approaches to development in the late 1980s also recognized the
political realities public officials confronted then as they do now. Once altogether absent from the
platter of state responsibilities, economic development began making its way to the top of the public
agenda in the mid-19785as the effects of global competition began to take hold. As a conse-
guence, “jobs, jobs, jobs” became the political mantra of most aspiring politicians, even as the qual-
ity of millions of jobs began to erode and employment no longer meant opportunity. State officials
responded to rising constituent pressure with a volley of industrial incentive packages aimed at lur-
ing industries to their state or locale by foregoing tax revenue. Only in recent years has the public
demand for “quality jobs” begun to eclipse the far less complicated plea for jobs.

In his 1988 book, The Rise of the Entrepreneurial State, Peter K. Eisinger argued that state and

quality jobs many incentive packages have netted, and mounting criticism of the cost of incen-

tives, the lure of the big fish remains irresistible. After all, Toyota alone has proven the worth
of strategic recruitment of high-wage industries. And the long-term efforts needed to build more en-
trepreneurial economies at the local level will not produce immediate, politically gratifying results.
Over time, however, these efforts are likely to produce far more diversified and thus more resilient
economies, a particularly important goal for an essentially rural state. Arguably, efforts to build a

In spite of changing employment patterns, a growing population of working poor, the poor
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more entrepreneurial economy are also likely to create more of the wealth political leaders have pur-
sued throughout much of this century. Instead of amassing profits for distant parent companies, lo-
caly owned businesses generate wealth that is more likely to be invested in, rather than merely
circulated in local economies. In short, an economy fueled by people with strong attachments to the
Commonwealth will generate far more enduring prosperity than one that relies too heavily upon lo-
cating industries that too often seek to exploit our weaknesses.

As we have argued in past reports, strategic industrial recruitment that seeks to correct market
deficiencies can play a key role in the development of Kentucky's economy. But it should not be
mistaken for the only role. Indeed, facilitating the growth and development of small businesses and
enabling the emergence of entrepreneurs must assume equal importance in our economic policy
framework. The fount of economic energy they already bring to our economy is perhaps the most

. . . . undervalued resource in the state.
By relying too heavily on industrial In addition to the marketplace, the po-

recruitment Today' we may place litical context is changing dramatically.

th bli d Il fi Citizen demands for higher levels of ac-
e very public goods small Tirms countability that industrial incentives cannot

need—education, job training, readily offer are becoming increasingly ag-
. gressive. Moreover, public sentiment
mfr‘aSTr‘u;‘rur‘e and support against the recipients of industrial incen-
services—at risk over tives, often the very firms that have dis-
the |0ng term. placed workers, is likely to continue
mounting unless globalization yields broad-
based benefits. So too will pressure for investment in people, in resources to assist them with the
often painful adjustment that globalization is demanding. Ultimately, formidable organized political
responses may emerge. One national union of public employees (AFSCME) has already come out in
opposition to industrial recruitment incentives. An economic downturn could propel opponents to
the forefront.

Already, significant formal opposition has emerged. The Ohio Senate, for example, unanimously
passed a resolution in May 1996 calling for federal intervention to stop competition between states.
Further, officials of the Minneapolis Federal Reserve Bank argued in 1995 that Congress should end
state recruitment incentives under the sweeping provisions of the Commerce Clause of the Constitu-
tion. Tax incentives, they argued, are a form of interstate competition that extends preferential treat-
ment to certain firms and thus undermines the overall economy, misallocates resources and,
ultimately, results in too few public goo@sAnd the real engines of today’s economy, small and
mid-size firms, argues urban economist David Friedman, need these public goods far more than
large firms. By relying too heavily on industrial incentives today, we may place the very public
goods small firms need—education, job training, infrastructure and support services—at risk over

the long term.

and years, must enable the employment of thousands of former recipients without under-

mining the local economies of this predominantly rural state. As rural researchers have ob-
served, all citizens, urban and rural, have an important stake in the economic health of rural commu-
nities. The concentration of population in urban areas frequently results in unmanageable social and

Now, welfare reform poses yet another challenge for policymakers who, in the coming months
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economic problems for cities that a more widely dispersed population effectively counters.” Salant
and Marx emphasize the importance of counteracting the concentration of economic activity in urban
areas with collaborative efforts that unite firms and communities on a regional basis.” Indeed, lo-
cally based, entrepreneurial approaches to jobs creation and business development may offer a vi-
able long-term strategy for welfare reform, one that will cause less disruption in local economies and
diminish the need for relocation.

Small businesses are likely to be important players in the employment of former welfare recipi-
ents, just as they are for workers in general. While many of the high-growth companies that are
dominating our present fast-paced national economy are high-technology firms that value brains
above al else, microbusiness owners need not be highly educated or highly skilled. Indeed, the ris-
ing demand for personal services created by time-starved consumers has opened a window of op-
portunity. From manicurists to caterers, from gardeners to maids and nannies, a strong market exists
for services that do not require extensive education and training. Extending a measure of business
acumen, fair access to credit and critical benefits to this pool of potential microentrepreneurs will be
key to enabling some present recipients of welfare and working poor Kentuckians to prosper in the
emerging economy.

While unilateral withdrawal from interstate competition for industrial locations remains almost
unthinkable to most political leaders, the evidence strongly suggests that significant modification of
current strategies is in order. As Salant and Marx note, “Government at all levels should rethink
public policies that subsidize and encourage low-wage industries, especially when these industries
perpetuate poverty and damage the environmefitie General Assembly’s modifications of gener-
ous incentive provisions in recent years clearly recognize the long-term implications of foregoing
much-needed tax revenue. Moreover, the Economic Development Cabinet’'s central recognition of
the importance of development from within in its strategic plan for the future signals understanding
of the changing economic context. But this expressed commitment must be matched with the re-
sources to expand and strengthen the efficacy of more entrepreneurial approaches. Indeed, more
resources will be neede the local level to develop small business and enable entrepreneurial op-
portunities.

In short, our “bird in the hand,” the small firms that are already the backbone of Kentucky's
economy and the unrealized entrepreneurial potential of our state, surely deserve a commitment of
resources and energy equal to what we now extend to outside firms.
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Conclusion

struct a changed economic and social context in the Commonwealth, one in which the energy

and spirit of enterprise development permeates our culture. While realizing this vision will
clearly require sustained commitment and resources, strong evidence suggests the ultimate outcomes
of such atransformational strategy could be dramatic. Additionally, they would, in al likelihood, be
far more sustainable than the often-transient benefits of industrial recruitment strategies. Our vision
of an entrepreneurial Commonwealth is one of a state that is home to ever-expanding possibilities,
evidenced by strengths such as:

The vision of an entrepreneurial state challenges us first to imagine and then methodically con-

» A robust stream of geographically dispersed entrepreneurs to absorb an ever-expanding
and increasingly qualified workforce;

* A large community of innovative companies in a perpetual quest to expand existing
technologies and, in doing so, drive growth;

»  Significant tax revenues that afford a generous return on investment and permit expanded
investment in the cornerstones of the future;

» A flood of technology transfers and entrepreneurial spin-offs that contribute to an in-
creasingly competitive marketplace, one that continuously creates new opportunities and
broad benefits to consumers;

» High levels of civic entrepreneurship that enable an improved quality of life through
contributions to the public good; and,

* Animage attractive to high-performance organizations that locate here and lend further
strength to an already dynamic economy.

Through a development strategy that centers principally on cultivating the internal capacity for
entrepreneurship, Kentucky can effectively capture more of the catalytic energy needed to build its
economy from within. That energy, in turn, will make the state more attractive to individuals, inves-
tors and innovative firms. Our historic dependence on mobile industries and mobile capita has yet to
achieve dramatic change in the circumstances of the lives of Kentuckians. Instead, income gains
have been incremental at best and insufficient to withstand the vagaries of the larger economy. In-
deed, the economic status of whole regions has not changed significantly over the course of decades.
In order to achieve change in the economic circumstances of the lives of more Kentuckians, our
strategy for development must focus far more acutely on enabling and empowering communities and
citizens to seize opportunity—rather than wait for it to arrive.
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tential benefits of this economic engine, we turn to a profile of Kentucky entrepreneurs. From

our base of information about Kentuckians who have launched enterprises, we can learn
more about the entrepreneurial process, how it can be better supported and what the policy implica-
tions of such support are. In turn, our approach to development can be refined to garner more posi-
tive outcomes for the state’s economy.

Here we offer a geographic and demographic profile of Kentucky small business owners that
includes: (1) the regional distribution of entrepreneurism in the state; (2) the educational status of
Kentucky entrepreneurs; (3) their income history; and (4) factors that influenced their chosen path.
The “typical” Kentucky entrepreneur is a white male, around 45 year7§ oldgbove average edu-
cation and income, who has started more than one business, lives in the state’s urban triangle, and
comes from an entrepreneurial family. While this profile is the predictable outcome of the state’s
relative lack of diversity, it nevertheless illustrates the need to broaden our entrepreneurial base from
the predictable pool to a potential wellspring of entrepreneurial capacity. It also underscores the im-
portance of cultivating entrepreneurs now in order to influence and encourage future generations and
of placing special emphasis on rural areas where development from within could provide an antidote
to poverty and underemployment.

While men are “almost twice as entrepreneurial as womant! far more likely to have started
or considered starting a busingsa,growing number of new business owners are women, minorities
and young people, those who have fapedrest in the U.S. economy. In 1995, women owned an
estimated 7.7 million U.S. businesses that have proven remarkably durable. They employ 15.5 mil-
lion people, about 35 percent more than the nation’s Fortune 500 fivirisle a significant male-
female disparity in business ownership persists in Kentucky, women have made gains in recent
years. Between 1987 and 1992, the most recent data available, women-owned Kentucky firms in-
creased 39 percent to a total of 74,59imilarly, minority-owned Kentucky firms made significant
gains: black-owned firms increased 36.4 percent, to a total of 5,097 firms; Hispanic-owned firms
rose 110 percent to 752; and businesses owned by Asians and Pacific Islanders, American Indians,
and Alaskans also made gains, increasing 79.5 percent to 1,614 firms.

Also prominent among the ranks of entrepreneurs are young people, many of whom have
watched their parents’ once secure jobs disappear and who thrive on a “no fear” culture. A recent
national study of 1,200 business owners found the highest percentage of start-ups among individuals

l Iavi ng explored the role that entrepreneurship is playing in the national economy and the po-
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25 to 35 years old.” That Kentucky's entrepreneurs are typically middle-aged partly reflects the
state’s depleted youth population, but it also indicates untapped strength. Greater attention to devel-
opment of this entrepreneurial capacity not only offers the potential for economic growth, it also
offers the opportunity to bolster the state’s youth population.

A Regional Profile

Hot Spots for New Firms

One of the significant rural entrepreneurial “hot spots” for new firm creation ircaetry is
southeast Kentuclff/.According to Cognetics, southeast Kentucky ranked 20th in 1995 among
the country’s toprural entrepreneurial areasWhile southeast Kentucky is considered an entrepre-
neurial “hot spot” by Cognetics, the south central region of the state experienced the highest growth
rate of new firms (11.2 percent) during the

TABLE 7 first half of the 1990s; it is followed by the
Kentucky Counties with the Highest Growth urban triangle (8.5 percent), western Ken-
Rate of Firm Formation, 1990 to 1995 tucky (6.4 percent), and eastern Kentucky
. _ (3.5 percent?f Statewide, the number of
Number of Business Establishments businesses with employees increased by 7.8
County 1990 1995 % Increase ﬁ%
Bullitt 550 755 373 percent from 1990 to 1995. _ ,
Robertson 25 34 36.0 More specifically, 22 counties experi-
Magoffin 148 200 35.1 enced a growth rate of at least 15 percent in
Russell 233 309 32.6 : ; ; ;
McL ean P 177 31 firm formation durlng. the first half of the
Menifee 50 64 28.0 1990s. These counties are geographically
Scott 442 559 26.5 distributed across all regions of the state (see
Spencer 93 117 25.8 Map 1). Table 7 shows the 10 counties that
g'{;‘;gﬁ\ 65§5 76492 ggé experienced the highest growth in firm for-
Source: County Business Patterns, various years. mation from 1990 to 1995.
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= Cognetics, “Entrepreneurial Hot Spots,” Cambridge, MA, 1995. This assessment is based on the number of new firms
and the growth of existent firms. Specifically, it factors in the number of “significant starts,” the number of firmsstarted i
the last 10 years that employ at least five people as a percentage of all firms, and the number of “young growers,” the
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Mountain Association for Community Economic Development (MACERpmoting Entrepreneurship in Central
Appalachia (Berea: Author1997).

See Appendix E for a regional map of Kentucky.
U.S. Dept. of Commerc€&€ounty Business Patterns, various years.
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While the south central region led Kentucky in the first half of the 1990s in the growth rate of
firm formation, the Urban Triangle leads Kentucky in the percentage of individuals who have started
businesses (see Figure 4). A survey conducted by the University of Kentucky Survey Research Cen-
ter for the Kentucky Long-Term Policy Research Center in the Fall of 1996 found that an estimated
21 percent of all Kentucky adults (18 and over) have started a business. Moreover, of the adults who
have not started a business, an estimated 27 percent indicated that they had seriously considered
starting a bus ness.” Figure 4 also shows that regional differences with respect to real and latent en-
trepreneurism are negligible.

FIGURE 4
Regional Distribution of Real and Latent

60% Entrepreneurism in Kentucky

50%

8
3
< 40% H — — — ) —
z 28% 20% 26%
5 30% - ° -
® 27%
g
g 20% 4+ — —
g
$ 23%
o 10% H 14% — 20% — 18% —

0% T T T 1

West South Central East Urban Triangle
O Started a Business O Considered Starting a Business

Source: Kentucky Long-Term Policy Research Center and the University of Kentucky
Survey Research Center
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This survey was conducted during the Fall of 1996 by the University of Kentucky Survey Research Center. The questions
are: Have you ever started a business? and Have you ever seriously considered starting your own business? A total of 676
interviews were completed for this survey.
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A Demographic Profile
Gender

According to the National Foundation for Women Business Owners, Kentucky was home to
99,000 women-owned firms in 1996.” Yet, despite the fact that women-owned Kentucky firms
increased 39 percent from 1987 to
1992 to a total of 74,280 firms, the FIGURE 5

bulk of Kentucky's entrepreneurs arg Real and Latent Entrepreneurism
men. Around 66 percent of adult in Kentucky by Gender
Kentuckians who reported in the

general population survey that they _ o] [BFemale
had started a business are male an M Male
77 percent of respondents to the syr-
vey of small business owners re-
ported that the principal owner of
their business was maleln com- 10% -
parison, Kentucky's overall popula; 0% - ' '
tion in 1990 was apprOXimately 48 Started a Business ~ Considered Starting a Neither

89 .
percent male. Business

F|g ure 5 | Ilustrate S th e gend elr Source: Kentucky Long-Term Policy Research Center and the University of
< Kentucky Survey Research Center

differences with respect to who has
started a business or seriously con-

sidered starting a business in Kentucky. As Figure 5 shows, a higher percentage of men have started
businesses and seriously considered starting a business. Nearly two thirds of women in Kentucky
have neither started a business nor considered starting one, compared with just over a third of Ken-
tucky’s adult male population. These data appear to confirm the findings of the 1996 Task Force to
Study Businesses Owned by Wornkthat women entrepreneurs face significant obstachsile

women may be more risk averse than men, SBA has found national evidence of disadvantage:

*  Women-owned firms comprise 30 percent of small businesses but collect only 14 percent
of business receipts.

» Two thirds of women business owners report problems working with financial institu-
tions and rely extensively on credit cards to finance their businesses.

* Less than 2 percent of federal government prime contracts go to women.

70% - 65%

50% A
40% A 34%
29%

30% 22%

20% 4 13%

37%

Percentage of KY AdUlts
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88
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Center, Frankfort, Kentucky, 1997.

89
Bureau of the Census, 1990 Census of Population: Social and Economic Characteristics, Kentucky (Washington: U.S.
Department of Commerce, 1993).

. See “Report Urges Patton to Help Women Owned Businesses in Sta&eCourier-Journal, 22 Aug. 1996. The Task

Force offered several recommendations to enhance the prospects of women entrepreneurs. They include creating a
committee of women business owners, compiling information about women-owned businesses, adding women to the state’s
Economic Development Partnership Board, creating a venture capital fund, strengthening job training and improving basic
skills in math and science, and establishing and expanding entrepreneurial training for girls and women.
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USSBA, Office of Advocacy, “Facts About Women Business Owners,” online, SBA, Internet (available at:
www.sbaonline.sbgov:70/0@Busi...pment/Womens-Business-Ownership/facts.txt).
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Education

entucky entrepreneurs tend to have more education, on average, than the general population, a
circumstance that correlates with other studies of small business owners. Indeed, other studies
have found that an educated population is associated with entrepreneurism.92 In fact, successful en-
trepreneurs average about

. 93
, _FIGURE 6 13 years of education.
A Comparison of Educational Attainment Between Kentucky's And when the firm is in-

Entrepreneurs and the General Population R
P P volved in technology, the

2 Graduate Degree 80/13 ° | | average .increases consid-

5 ° OKY Entrepreneurs erably. Figure 6 compares

8 AtLeastBaorss 1309 | MAIKY Aduts the educational attainment

3 21% of Kentucky's entrepre-
E )

B Aeastsavs 40% neurs with the state’s gen-
%S ollege 0 .9

H 2% eral population. Around

5 AtLefgég-S-or ﬁ%;‘?% 40 percent of Kentucky's
8 ! ! ! ! i entrepreneurs have at least

0% 20% 40% 60% 80%  100% three to four years of col-
Percentage of Adult Population |ege and about 30 percent
Source: Kentucky Long-Term Policy Research Center and the University of have at least a bachelor’s
Kentucky Survey Research Center 95 .
degree. By comparison,

approximately 27 percent
of adult Kentucky respondents (over age 18) to the University of Kentucky's general population
telephone survey report having at least three to four years of college and around 21 percent report
having at least a bachelor's degree. This sample, however, may overstate the educational status of
the general population given that it includes only those Kentuckians with a telephone. March 1996
Census Bureau estimates placed Kentucky's adult population (25 years and older) of college gradu-
ates at 17.5 percegﬁ’t.

It should be noted that, while higher educational attainment and entrepreneurial activity are
clearly related, a high level of education is not a prerequisite for entrepreneurship. For example, al-
most 11 percent of the Kentuckians who reported that they had started a business in the general
population survey did not have a high school diploma or a GED. However, the findings of a 1993
study of patterns associated with state-level growth in small business by Bruce D. Phillipa supported
state investment in education and in high-technology develoﬁﬁﬁuth high populations of col-
lege gradueg\ges and the presence of high-technology firms were strongly associated with higher shares
of new jobs.
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Bruce D. Phillipa, “The Growth of Small Firm Jobs by State, 1984-1988'hess Economics April 1993: 48.
93

Campbel| as cited by the Louisville Chamber.
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These data are from the Fall 1996 statewide survey conducted by the University of Kentucky Survey Research Center for
the Kentucky Long-Term Policy Research Center. This is the responderriest education level, not the education level
at the time they started a business.
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These numbers are similar to those obtained through the Survey of Small Business Owners. Approximately 41 percent of
respondents to the Survey of Small Business Owners reported that they had a Bachelor's degree. The question (Q-46) is:
Which of the following best describes the training of the principal owner? The results are listed in Appendix A.
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Income FIGURE 7
A Comparison of Household Income for Kentucky
Entrepreneurs and the General Population
entucky's entrepreneurs tend to haye £ 45% 20%
higher incomes than the typical § 40% {| MAIKYAdls 33% 320
3
Kentuckian, but we cannot impute & oo |l BKY Entreprencurs 28%
causation in either direction based on opr 5 25% 4 21%
. 0,
data. Nevertheless, the portion of 3 fgoﬁ
Kentucky households that have incomgs § 10%
greater than $50,00(haually is about 28| ¢ 822
percent. By comparison, an estimated 40 Lessthan  $15t0$25 $25t0$50  Over $50
percent to 45 percent of Kentucky's $15
“entrepreneuria| households” have Total Annual Household Income (thousands)
incomes Of at |east $50 000 per y%;ar Source: Kentucky Long-Term Policy Research Center and the University of
! Kentucky Survey Research Center

Figure 7 illustrates how entrepreneurigl

activity is associated with higher incomes. Likewise, Table
8 shows this same relationship, but it also illustrates how
some Kentuckians have been able to launch small enter-
prises on relatively low incomes. For instance, almost 4

TABLE 8
What was the principal owner’s
estimated total household income

when he or she started

this business? percent of the respondents to the small business owners’

percent of resp survey started their business when their household
Under $5,000 2k incomes were under $5,000.
g?gggg;ggg 1202 It takes capital, of course, to start a business, apd this
$1b‘000_$‘12‘499 23% undoubtedly helps explain why entrepreneurship is
$12,500 - $14,999 30% associated with higher income levels. The results of the
$15,000 - $19,999 3.2% small business owners’ survey show that while 13.8
$20,000 - $24,999 6.0% percent of these small businesses were launched with
$25,000 - $29,999 6.9% $5,000 or less and 22.7 percent were started with $10,000
gigggggigggg 13202 or less, the “typical” amount needed to launch a nevlvoosmall
$50,000 - $69,999 21.0% business is around $40,000, not an insignificant amount.
$70,000 - $89,999 8.8% And over half of the respondents to the small business
$90,000 - $120,000 76% owners’ survey (57.7 percent) indicated that they used
Over$120000 7.8% money from personal savings, friends, or family to start
Source: Survey of Small Business Owners, Kentucky Long- . . . . . 101
Tem Policy Research Center, 1997 their business, with $20,000 being the typical amount.

® The Fall 1996 statewide survey conducted by the University of Kentucky Survey Research Center found that of those

individuals who indicated they had started a business, 39.7 percent had household incomes that were equal to or greater

than $50,000 annually. In the Kentucky Long-Term Policy Research Center’'s Statewide Survey of Small Business Owners,
45.2 percent of the respondents reported that the principal owner’s estimated total household income was equal to or greater
than $50,000 per year whéw or she started the business. The question is: (Q-4%Vhat was the principal owner’s

estimated total household income when he or she started this business?
100
The following question was asked on the Center’s Survey of Small Business Oi@n&ry How much money (fromall

sources) did it take to launch this business? The sample size is 428 and the mean, median, and mode are, respectively,
$134,935, $39,500, and $20,000. When we say the “typical” amount needed to launch a new business, we are referring to
the $39,500 median. This amount is similar to what the bankers reported. In the bankers survey, we askétbwQ-15)
large is your institution’s typical (or average) small business loan for new small business stafthesthple size is 72

and the mean, median, and mode are, respectively, $60,600, $50,000, and $50,000.

101

The question asked of the small business owners was. (Q-18) How much money did you receive from the following
sources to start this business (Please provide the approximate amount from each sone@)?the options is “From
Personal Savings, Friends or Family.” The median value for this variable is $20,000.
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Race

he number of black-owned businesses in the United States increased 46 percent between 1987

and 1992, according to a Census Bureau survey.102 In Kentucky, black-owned businesses also
grew substantialy, but the trend was not as pronounced. The number of black-owned businesses
increased 36.4 percent between 1987 and 1992, and the ownership rate (number of businesses per
1,000 black population) increased 30.7 percent. Figure 8 shows the distribution of Kentucky's entre-
preneurs by race.

FIGURE 8
Entrepreneurship in Kentucky, by Race
100% = 92% 91%
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o
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g 309
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0% - | . .
W hite Black Other
Source: Kentucky Long-Term Policy Research Center and the University of
Kentucky Survey Research Center

102
Mergenhagen 1996.

03
The general population data are from the U.S. Bureau of the Census, and the data on Kentucky’s entrepreneurs are from
the University of Kentucky Survey Research Center's Fall 1996 statewide survey.
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Who Are Kentucky’s Entrepreneurs?

The Entrepreneurial Motivation
Gaining Wealth and Independence

cholars focusing on entrepreneurship frequently refer to an “entrepreneurial event” in the life of

the individual—the catalyst that prompts one to start a business. Downsizing, for example, is
believed to be the entrepreneurial event that has driven many motivated managers with access to
capital resources into small business owner?s%ﬁet, only around 14 percent of the respondents to
the small business survey cited “Lost My Job” as their entrepreneurial motivation. As Figure 9 illus-
trates, the vast majority of small business owners wanted to become their own boss and achieve eco-
nomic success. And, significantly, almost 60 percent of these entrepreneurs indicate that the
example and the encouragement of others played an important role in motivating them to start a
business. These findings underscore the long-term importance of cultivating a culture of entrepre-
neurship that provides continual reinforcement for entrepreneurial impulses.

FIGURE 9
What motivated you to start your own business?

Lost My Job

Other

Dissatisfied with My Job

Encouraged by Others

Saw Others Succeeding
Economic Success

Become My Own Boss

0% 10% 20% 30% 40% 50% 60% 70%
Percent of Respondents

Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997

o Kentucky has fortunately experienced minimal downsizing. While there were 2,399 total layoff events (or layoffs of

more than 50 individuals from a single establishment during a consecutive five-week period) affecting 339,315 individuals

in the United States over the third and fourth quarters of 1995, Kentucky was largely unaffected by such events—
experiencing only 10 involving 895 individuals (see U.S. Bureau of Labor Statistics, 1996a). Compared to many states,
Kentucky’s workforce is not heavily populated with middle mandgéhn®se who have been downsized in record numbers
during the last few years. Less than 10 percent of Kentucky’s workforce was in executive, administrative, and managerial
occupations in 1990 compared to 12.3 percent nationally (refer to U.S. Bureau of the Census, 1990).

105
Survey of Small Business Owners, (QvBhat motivated you to start your own business? The totals do not add to 100
percent because the respondents were instructed to circle all answers that apply.
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Role Models

he results presented in Figure 10 also suggest that role models have a catalytic effect. Nearly

one third (30 percent) of the small business owners cited Saw Example of Others Succeeding in
Business as a reason for starting their own business. In fact, about 63 percent of the respondents to
our small business owners’ survey have a close relative who has operated his or her own business
(seelolszigure 10). And as Figure 11 shows, “parent” is the most frequently cited relative at 40 per-
cent.

FIGURE 10
Percent of Respondents with a Close Relative
Who Has Owned a Business

Yes
63%

Source: Survey of Small Business Owners, Kentucky Long-Term Policy
Research Center, 1997

FIGURE 11
Did any of the following close relatives
ever operate their own business?

Aunt(s) or Uncle(s) I I 27%
Sister(s) or Brother(s) : : 24%
Grandparent(s) I I 25%
Parent(s) : : 40%
0% 10:% 2(:% 3(:% 40% 50%

Percent Answering "Yes"

Source: Survev of Small Business Owners. Kentuckv Lona-Term Policv Research Center. 1997

106
Survey of Small Business Owners, (Q-4) Did any of the following close relatives ever operate their own businesses?
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Who Are Kentucky’s Entrepreneurs?

Business Experience
The Value of Longevity

Respondents to the Center’s Survey of Small Business Owners evidence several years of experi-
ence. In fact, a majority (52 percent) indicated that they had more than 10 years experience in

FIGURE 12
In general, how much experience does the principal
owner have in this type of business?

60%
50%
40%
30%
20%
10%
0%

52%

<1 1to3 3to5 5to 10 10 >

Years

Source: Survey of Small Business Owners, Kentucky Long-Term Policy
Research Center, 1997

their particular type of business (see Fig-
ure 12)%07 Clearly, experience is an im-
portant characteristic for entrepreneurs,
and studies have confirmed the impor-
tance of this factor. Paul Reynolds, for
instance, found that the majority of
CEOs of hyper-growth start-ups had
more than 10 years experience in the
industries in which they had founded
their companies. By contrast, the major-
ity of CEOs of low- to no-growth com-
panies had no experience or had spent
just a few years learning their industries

from the inside."

Practice Makes Perfect

Imost 40 percent of respondents to tH

Center's Survey of Small Busines
Owners had started more than one busi-
ness, with many having experience with
several new ventures. As Figure 13 show
43 percent of those who have started mg
than one business have started one ot
business, and nearly a fifth of them (18,
percent) have started four or more other
businesses. Having experienced an earlief
venture apparently teaches the risks of run-

e

S,

ner

standing of what it takes to construat

5 4 or More

3 Others

re2 Others

5 1 Other

How many other businesses have you started?

FIGURE 13

19%

13%

26%

43%

0%

Source: Survey of Small Business Owners, Kentucky Long-Term Policy

ning a company and fosters a better undergesearch coner. 1997

10% 20% 30% 40% 50%
Percent of Respondents

organizations from scratch. “Founders of

o Survey of Small Business Owners, (Q-45) In general, how much experience does the principal owner have in this type

of business?
108
Brokaw, March 1993.

109
Survey of Small Business Owners, (Q-3) Is this the first business you have ever started? Almost 40 percent (38.9

percent) answered “No.”

10
Survey of Small Business Owners, (Q311)o) How many other businesses have you started?
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multiple companies learn how much time it takes to do the little things, and how potentially derailing

those little things can be-* Half the 1992Inc. 500 CEOs had started at least one other business
(many of which eventually failed) before their current one took off, and a sizable number (17 per-
cent) had started three or more. This pattern was mirrored by the Reynolds study as 63 percent of his
hyper-growth CEOs had started at least one other business, and 23 percent had started three or more.

Conclusion

male, around 45 years old, has above average education and income, has started more than

one business, lives in the state’s urban triangle, and comes from a family with entrepreneurial
role models. The following chapters explore some of the important factors that will help broaden and
diversify Kentucky’s entrepreneurial landscape.

q s we stated in the introduction to this chapter, the typical entrepreneur in Kentucky is a white

111
Brokaw, March 1993, p. 58.
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Taking Kentucky's
Entrepreneurial Pulse

Since the measuring device has been constructed by the observer . . . we have to remember that
what we observe is not nature in itself but nature exposed to our method of questioning.
Werner Karl Heisenberg, 1958

identify our strengths and weaknesses, then build and minimize accordingly. But measuring

the constellation of forces that influence entrepreneuria vitality is no easy task. If, however,
“you torture the numbers long enough,” suggests Mitch Mumma, a North Carolina venture capitalist
and a panelist at the 1996 Southern Growth Policies Board conference, Capitalizing Southern
Growth, “they will eventually confess.” A number of useful metrics taken in combination indicate
entrepreneurial health, the latent potential of a people and a place for enterprise development. Here
we look at two “report cards” on entrepreneurial capacity and examine recognized inputs or raw
materials of entrepreneurship and the resultant outcomes or entrepreneurial products.

Importantly, the Kentucky Long-Term Policy Research Center is not the first organization to as-

sess the Commonwealth’s capacity for .
Spawning new enterprises_ |ndeed,Because KenTUCky 1S fClI" more rur‘al

throughout the state, critical attention is+hgn most states. the classic
being paid to both the importance of and,. . . ’ .
the climate for entrepreneurship in the limitations of rural economies exert a

Commonwealth: Most who have at- profound influence on the aggregate
tempted the difficult task of taking

Kentucky’s entrepreneurial pulse find the data so oﬂen_ used to 'measu.r'e
Commonwealth to be ailing in a number entrepreneurial capacity. Without due
of ~ways. Indeed, long-standing .qngideration of this underlying
weaknesses in our foundation for ] 7
development, namely undereducation andfactor, analyses consistently indicate

poverty, ~ adversely affect — entrepre- yeqkness when real entrepreneurial
neurship, just as they do all aspects of

development. We find, however, that the STrength is often present.

anemia, which these assessments of the

state’s entrepreneurial capacity consistently identify, may be largely attributable to its rural charac-
ter. Because Kentucky is far more rural than most states (slightly more than half the population lives

If entrepreneurship is to become an engine of growth for the Commonwealth, we must first

w In 1996, the Louisville Area Chamber of Commerce reported on Louisville’s potential for enterprise development. More
recently, the Mountain Association for Community Economic Development (MACED) reported on its research in Appala-
chia, which included interviews with an estimated 50 entrepreneurs in the region and with individuals about their perceptions
of entrepreneurship. The MACED report was followed by “Kentucky’s Entrepreneurial Capacity,” prepared for the Kentucky
Science and Technology Council as part of the Council’s new Kentucky Inc. initiative by University of Kentucky agricultural
economists Stephan J. Goetz and David Freshwater. Further, in its most recentiestieclof Commerce, the state Cham-

ber of Commerce reports on successful Kentucky entrepreneurs and offers expert opinions on the state of entrepreneurship in
the Commonwealth.
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in rural communities compared with a national average of 20 percent),113 the classic limitations of

rural economies exert a profound influence on the aggregate data so often used to measure entrepre-

neurial capacity. While rural Kentucky is home to some of the state’s most innovative entrepre-
neurs, including many farmers, the dispersion of our population tends to dilute their achievements.
Given the advantages urban areas offer, Kentucky’s rural entrepreneurs are all the more remarkable.
Without due consideration of this underlying factor, analyses consistently indicate weakness when
real entrepreneurial strength is often present.

of the individual, the catalyst that prompts someone to start a business. But entrepreneurs do

not emerge by accident or solely as a consequence of influential events. The motivating event
in the life of an individual may be of little consequence if the social and economic climate of a state
or a community discourages entrepreneurial impulses or provides insufficient support for entrepre-
neurial endeavors. While neither assures entrepreneurial development, Dick Dedic, Manager of the
Technology Applications Center at the University of Kentucky, observes, “The process of techno-
logical innovation hinges on the presence of pioneers—firms and individuals—and a supportive
local infrastructure.”

So why are some places more entrepreneurial than others? What factors enable one state to reap

the benefits of myriad high-growth companies while another harvests relatively few? Research sug-
gests the factors which most contribute to entrepreneurial health are:

Scholars focusing on entrepreneurship frequently refer to an “entrepreneurial event” in the life

e A Supportive Culture

e Demographic Diversity

e Education and Intellectual Capital
 Management and Support Talent

» Financial Capital

» Vision Beyond One’s Borders

» Technology That Meets Market Needs
* Abundant Social Capital

* Public Sector Support.

In this chapter, we examine these factors as well as the findings of Kentucky Long-Term Policy
Research Center surveys that attempt to gauge Kentucky’s entrepreneurial capacity. We begin with
two report cards on entrepreneurship in the state: the Corporation for Enterprise Development’s an-
nual assessment and the evaluation of some small business owners in the state. We follow with an
examination of issues that follows the construct adopted by University of Kentucky professors
Stephan Goetz and David Freshwater in the Kentucky Science and Technology Council report,
Kentucky’'s Entrepreneurial CapacitWe look first at inputs, the raw materials which, by most as-
sessments, foster and enable entrepreneurship, then at outcomes, indicators that attempt to assess the
resultant entrepreneurial products.

w Bureau of the Census, Statistical Abstract of the United States 1994 (Washington: U.S. Dept. of Commerce) 38.

114

Dick Dedic, “Trends and Future Values in Technolodgxploring the Frontier of the Future Eds. Michael T. Childress,
Peter Schirmer, Billie M. Sebastian and Michal Smith-Mello (Frankfort: Kentucky Long-Term Policy Research Center,
1996) 181-188.
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Report Cards
Corporation for Enterprise Development

or the past 10 years, the Corporation for Enterprise Development (CFED) has published The

Development Report Card for the States, which provides an annual assessment of each state’s
economy and its potential for future growth based on more than 50 socioeconomic indicators. It is
useful for consideration here because, unlike many business climate reports, the CFED assessment
compares and grades all states in three indices that measure private and public economic health:
economic performance, business vitality, and development capachyis analysis is supple-
mented by a general rating of the ability of each state’s tax and fiscal systems to support long-term
economic development, as well as supplementary (but ungraded) measures of quality of life.

Importantly, CFED’s assessment of Kentucky’s business vitality moved from a “D” in 1995 to a
first-ever “A” in 1996, largely on the strength of the diversity of the state’s economy and the im-
proved competitiveness of its firms. According to CFED, Kentucky is home to the fourth most di-
versified economy in the nation, an important foundation for future small business development and
expansion. Moreover, its firms enjoyed the sixth lowest rate of business closings as well as im-
proved income growth. Entrepreneurial energy, however, was only average, based on CFED indices.
Its 1996 report card ranks Kentucky 43rd in new companies formed, 23rd in the percentage of
change in new companies, and 24th in new business job growth.

In spite of this positive assessment of business vitality, CFED identifies significant liabilities.
While Kentucky ranks in the top 25 on several indices CFED considers, it earned only a “D” due
largely to persistent inequities: high poverty, poor income distribution, and rural/urban disparities.
CFED concludes that these structural inequities negate encouraging employment growth (19th),
relatively low unemployment (24th), a low crime rate (8th), and middle-of-the-pack performance on
several health and environmental conditions.

Survey of Small Business Owners in Kentucky

ow do Kentucky’s small business owners assess the entrepreneurial climate in Kentucky? In the

Center’s Survey of Small Business Owners, we asked respondents to evaluate 32 factors, which
influence small business success in Kentucky. They were asked to indicate whether the factor was
“good,” “fair,” or “poor.” Table 9 shows the percentages, which are ranked in descending order of
the percent saying “good,” and indicates the number of respoﬁﬁents.

As one can see in Table 9, only four factors garnered more than 50 percent in the “good” cate-
gory: general quality of life (66.2); highway system (55.6); telecommunications system (54.7); and
quality of universities (51.3). An examination of the factors that received the highest percentage of
positive or “good” scores reveals that, generally, small business owners are pleased with the devel-
opment of Kentucky’s infrastructure (i.e., highway system, telecommunications system, access to
airport) and the quality of the education system (i.e., universities, community colleges, technical
education). On the other hand, the factors which received the highest percentage of negative or
“poor” scores are: availability of tax incentives (73.2); workers compensation ré66s6); state
tax rates (53.2); local tax rates (48.2); responsiveness of government agencies (41.8); and small

e The CFED subindices and historical data comparing Kentucky to surrounding states can be found in Appendix G.

e Survey of Small Business Owners. (Q-36) Based on your knowledge and experience, how would you rate the following
factors which affect the ability of entrepreneurs to launch and grow small businesses in Kentucky? Are they good, fair or
poor? (Circle a number for each factor you have knowledge about).

117
This survey was conducted prior to recent reforms of Workers Compensation.
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business assistance services (41.7). These results suggest that the respondents to the small business
survey are generally displeased with the taxes they pay and the overal level of support they receive
from al levels of government.

TABLE 9
Small Business Owners’ Assessment of Factors

Percent of Responses No. of
FACTOR GOOD FAIR POOR Responses
General quality of life 66.2 30.7 3.1 414
Highway system 55.6 35.8 8.6 394
Telecommunications system 54.7 41.3 3.9 380
Quality of universities 51.3 41.4 7.3 382
Locally owned banks 48.2 36.4 154 390
Access to airports 47.1 35.1 17.8 382
Quality of community colleges 36.6 53.3 10.1 377
Quality of professional services 35.5 53.6 10.9 377
Quality of technical education 32.7 54.6 12.7 355
Availability of professional services 32.1 54.0 13.8 383
Workforce productivity 29.6 53.3 17.2 379
Access to financing 29.4 45.2 25.4 394
Workforce attitude 28.3 47.8 23.9 385
Wage rates 26.2 64.8 9.1 386
Quality of elementary & secondary schools 26.0 50.8 23.2 392
National/regional banks 25.9 50.1 23.9 351
Workplace safety regulations 25.1 58.9 16.1 355
Cost of facilities and land 24.8 51.4 23.8 387
Entrepreneurial role models 23.6 47.4 29.0 348
Workforce skills 22.9 53.2 23.9 380
Community support for small business 225 47.5 30.0 377
Access to market information 18.7 46.0 35.3 185
Workforce computer literacy 16.8 44.8 38.3 368
Zoning laws 16.4 57.6 26.0 354
Land use regulations 16.3 59.9 23.7 337
Small business assistance services 14.3 44.0 41.7 197
Environmental regulations 14.2 56.9 28.9 346
Local tax rates 11.4 40.4 48.2 411
Responsiveness of government agencies 10.6 47.6 41.8 359
State tax rates 8.5 38.3 53.2 412
Availability of tax incentives 6.9 19.9 73.2 377
Workers compensation rates 5.9 24.5 69.6 404

Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997
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Inputs—The Raw Materials of Entrepreneurship

entrepreneuria energy in Kentucky. However, that energy is clearly circumscribed by struc-

tural deficiencies such as undereducation, poverty, and income inequality,118 and by the rural
nature of our geography that continues, as CFED concludes, to inhibit the state’s development ca-
pacity. Because Kentucky is far more rural than most states, vital resources, including the capital,
talent and support needed to sustain entrepreneurship, are significantly diluted in many rural com-
munities. Some simply cannot sustain a continuous stream of new enterprises that depend upon local
markets, circumstances that make a high-quality communications and technology infrastructure
critical to broad development goals. Importantly, however, improvements to the underlying weak-
nesses in Kentucky’'s human infrastructure are underway. Added focus and resources could trans-
form potential into real economic strength. Our challenge, as University of Kentucky agricultural
economist David Freshwater observes, is to discover how to stimulate rural entrepreneurship that is
likely to differ from urban entrepreneurship in form and function.

U nlike the Corporation for Enterprise Development, we find evidence of considerable latent

A Supportive Culture

ur research suggests that Kentucky may be home to significant latent entrepreneurial potential.

Nearly half of Kentuckians have either started a business or strongly considered doing so, ac-
cording to findings from a Kentucky Long-Term Policy Research Center survey conducted by the
University of Kentucky Survey Research Center in the Fall of 1996. Specifically, 21 percent of
Kentuckians report having actually started businesses (see Figure 14). While this does not compare
favorably with the results of a 1997c./Gallup poll which shows that 30 percent of American
workers have owned a business at some tintetent and unrealized interest in entrepreneurship in
Kentucky may be appreciably higher. We find that 27 percent of Kentuckians have considered
starting a business. Most were so serious that they took steps toward doing so, conducting research
into the feasibility of launching a business or seeking information from one of a number of
sources. In contrast, only 19 percent of national respondents tontthw&sallup poll responded af-
firmatively when asked, “Have you taken steps to start your own business?”

8
H According to a study released by the Center on Budget and Policy Priorities in December 1997, the income gap (the gap
between the richest and poorest segments of the population) has grown faster in Kentucky over the past two decades than in
all but four other states. See “Kentucky Income Gap Is Widening, Study Firest)jton Herald-Leader 17 Dec. 97: A 1.

119
Hopkins and Seglin.

0 Of those individuals who said that they have not started a business but have seriously considered starting one, 67 percent
reported they have talked to other people about it, 51 percent have read books about starting a business, 24 percent have
contacted the U.S. Small Business Administration, 10 percent have contacted the Chamber of Commerce, and 5 percent have
done something else (or “Other”). Approximately 15 percent responded that they have done nothing, and in fact, were “just
thinking about it.” Overall, 85 percent had done something and about half (50 percent) had done two or more of these things.

“ Hopkins and Seglin. We should note that these polls differ markedly. The wording of the questions posed differ
somewhat. The Center, for example, asked respondents if they had ever started a business or considered starting a business
which is different from asking individuals, &sc./Gallup did, if they have ever owned a business, which might involve

buying or inheriting, rather than starting a business. Also, the pool of respondents differs inltiaiGa#up poll screened
respondents by age (18 and older only) and employment status (employed at least 30 hours a week), preconditions that would
likely raise the number of former business owners. Nevertheless, some basis for comparison exists. Interestingly, when the
Inc./Gallup poll asked respondents, “Would you ever consider starting a business?”, 64 percent answered affirmatively.
Logically, this would include both those individuals who had started a business and those who had simply considered doing
so. If so, the 48 percent of Kentuckians who responded affirmatively to similar queries may or may not indicate a gap.
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Significantly, we also find that most small business ownersin Kentucky find the Commonwealth
a good place to launch a new enterprise. In the Center's Survey of Small Business Owners, the re-
spondents were asketo you think Kentucky offers a friendly environment to entrepreneurs who
want to start a business?he magjority (59

FIGURE 14 percent) responded affirmatively while 41
Have you ever started a business or percent responded negatively, suggesting
seriously considered starting a business? that small business experience and latent

entrepreneurship find considerable positive
reinforcement in the state. Interestingly,

Have not, but urban and rural small business owners re-

Have not have seriously sponded to this question differently, and

considered starting a not necessarily the way most would pre-

saring a business dict. Figure 15 shows that a higher percent-
usiness 27% A

52% age of rural smal business owners

Havz responded positively (64 percent) to this

e question compared to urban entrepreneurs

21% (56 percent). However, this difference be-

. tween the rural and urban entrepreneurs is
igz;ii;’}j?;i(;g{iggg-mrm Policy Research Center and UK Survey not statistic a”y S|gn| ﬁcant.lZZ Al thOUgh
most small business owners find Kentucky
agood place to start a business, considerable room for improvement exists.
These findings suggest that, contrary to most assumptions, many Kentuckians are risk-takers
who value the independence and the possibilities that business ownership offers. Moreover, those
who indicated that they had strongly considered starting a business carefully weighed the possibility
and sought expert advice. Among those who have become small business owners, satisfaction with
the state’s receptivity to their efforts runs relatively high. By lending added muscle to the develop-
ment of this important and rapidly expanding segment of our economy, Kentucky can enable the
creation and expansion of more small busi-

nesses. FIGURE 15

TO an unknown extent’ however’ ele_ DO you thlnk Kentucky Offersa friend’y enVirOnment to
ments of Kentucky's culture may inhibi entrepreneurs who want to start a business?
entrepreneurship. In its examination of ep-, . 64%

trepreneurship in Appalachia, for example,
MACED found that many entrepreneurs
perceived a negative attitude toward succe¢s®? 1 ONo
in the region. One long-time observer de-40% - 36%
scribed “a family-based, subsistence styleggo, 4
egalitarian culture” that, in some cases, d|s
courages the pursuit of individual Success
h 10%
The observations of entrepreneurs who aré
0% -
employers, however, could be products pf cural Bue T Urban Buc
- ural Businesses rban susinesses
p001|: fl]ibfoa_:’;]rn}?r:)aeg]fer?(ggtcrj Iti?g r:rs] at prevai |S Source: Survey of Small Business Owners, Kentucky Long-Term Policy
- Research Center, 1997
throughout the state may also be a subtte
force that undermines entrepreneurship. RAND scholar Francis Fukuyama arguesboolyis
Trust: The Social Virtues and the Creation of Prosperity, that societies which elevate family bonds

60% MYes | 56%

20% -

" The mean value for rural entrepreneursis 64 percent with a 95 percent confidence interval between 57 and 71 percent. The
mean value for the urban entrepreneurs is 56 percent with a 95 percent confidence interval between 50 and 62. Since the 95
percent confidence intervals overlap, we cannot say the responses between the urban and rural entrepreneurs are statistically
significant at the .05 alphalevel.

123
MACED, Promoting Entrepreneurship 8.
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above all others often have weak voluntary associations that profoundly influence the development
of their economies.”™ Hence, what we frequently perceive as a strength may actually undermine our
ability to build organizations or businesses that demand high levels of trust beyond family bounda-
ries. Conversely, strong family ties could actually help foster entrepreneurship, enabling access to
capital and helping forge other community links that facilitate business formation and success.

Further, a lack of receptivity to migrants from other regions, other states and other cultures
works against the introduction of new businesses in some locales. Strong and supportive networks
of business people and organizations that nurture new businesses are a perennial characteristic of
successful entrepreneurial environments. Strengthening this capacity will be key to realizing the
Commonwealth’s entrepreneurial potential.

Importantly, however, the state boasts example after example of individuals who have become
highly successful entrepreneurs, many of whom have chosen to locate in Kentucky and found a sup-
portive and welcoming community. The challenge confronting the Commonwealth is to instill in
people a sense of the possibilities entrepreneurship holds in the communities and the regions where
they live. Without visible support for entrepreneurship and the presence of mentors, those who wish
to pursue success too often do not see Kentucky as an option.

Demographic Diversity

Another factor that influences a state’s ability to produce entrepreneurs is the diversity of its
population. Diversity provides a natural infusion of ideas, products and new approaches. Inter-
national migrants are a particularly valuable asset in the global marketplace. A recent study by the
Center for Entrepreneurial Management in New York City identified immigrants or the children of
immigrants as one of “nine demographic, psychographic, and behavioral characteristics that most
predispose one toward entrepreneursﬁfﬂ(’entucky, however, lacks diversity in its population, a
factor that influences the world view and the business conduct of its community of entrepreneurs.
Based on its research into entrepreneurship in Appalachia, for example, MACED concludes that
regional insularity impedes exposure to new ideas and to business opportunities that could enable
new enterprise development as well as the expansion of existent entézr?pﬁlse$ame may be true

of many regions of the state.

Unfortunately, Kentucky has continued to swim against the tide of divéstTﬂye state’s black
population was only 7.1 percent in 1990, compared with 12.1 percent natfégriallwgo, less than
1 percent of Kentucky's population was foreign-born or American Indian, although isolated pockets
of foreign-born individuals have emerged. The community of Asian immigrants connected to Toy-
ota’s location in Georgetown, for example, has, in all likelihood, expanded since data were collected
for the 1990 census. Moreover, migrant farm workers opened the way for an expanding Hispanic
population across the state. Many of these new immigrants to the Commonwealth are starting small
businesses that, in turn, attract other immigrants.

However, Kentucky has made progress in increasing the diversity of its small business owners.
While a significant male-female disparity in business ownership persists in Kentucky, women have
made significant gains in recent years. Between 1987 and 1992, the most recent years for which data
from the U.S. Bureau of the Census are available, women-owned Kentucky firms increased 39 per-
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Francis Fukuyama, Trust: The Social Virtues & the Creation of Prosperity (New York: The Free Press, 1995) 28-29.
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1990.
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cent to a total of 74,280.” By comparison, during this same period, the number of women-owned
businesses increased 43 percent nationwide.”

However, a governor’s task force found significant obstacles for women and recommended a
number of steps to enhance their opportun?ﬁe’éhe Task Force to Study Businesses Owned by
Women convened under the administration of Governor Brereton Jones offered several recommen-
dations to enhance the prospects of women entrepreneurs in the state. They included:

* An advisory committee of women business owners

* The collection of data about women-owned businesses

» The appointment of women to the state’s Economic Development Partnership Board
* Aventure capital fund

» Stronger job training and improved basic skills in math and science, and

* Expanded entrepreneurial training for girls and women.

Minority-owned firms have also increased significantly in Kentucky in recent years. Black-
owned firms increased 36.4 percent from 1987 to 1992, to a total of 5,097 firms and the ownership
rate (number of businesses per 1,000 black population) increased 30.7 percent. Nationally, however,
black-owned businesses increased 46 percent during the same period. On the whole, Kentucky ranks
below the national average in both business growth and ownership rates for blacks. Still, the entre-
preneurial spirit appears to be thriving among Kentucky's black communities. Hispanic-owned
firms also rose 110 percent between 1987 and 1992, to 752 firms, and businesses owned by Asians
and I?S?cific Islanders, American Indians, and Alaskans also increased by 79.5 percent to 1,614
firms.

The age distribution of a population also relates to entrepreneurial capacity. During the 1990s,
the Commonwealth is enjoying unexpectedly high population growth due largely to the emergence
of favorable migration patterns. For only the second decade in the 20th century, more people are
coming to Kentucky than are leaving. The phenomenon is a product of noneconomic mi@gration,
people, many of whom are retired natives, choosing to locate in Kentucky. Among migrants to the
Bluegrass State between 1985 and 1990, according to state demographer Michael Price, one of
every two age 55 and older was a native returning horfius, the source of entrepreneurial ideas
and capital, as well as the customer base for small businesses, is being expanded in many rural
communities, as well as urban areas. Older citizens are traditionally viewed as a strong potential
market for a number of businesses, from health care to personal services. If this pattern of migration
continues, older native Kentuckians are likely to continue returning home in the years to come, a
particularly significant trend given the aging of the largest generation in U.S. history—Baby Boom-
ers.

Research, however, suggests that states with an aging population like Kentucky's may be less
likely to experience high rates of entrepreneurial growth. While many older citizens become entre-
preneurs or investors in small businesses, most entrepreneurs start businesses between the ages of 25
and 40. A recent study by Babson College professor Paul Reynolds found that individuals between
the ages of 25 and 35 formed the most start-ups in a study group of 1,200 entreﬁ?@em&'ﬁ-

129 USSBA, “1996 Small Business Profile—Kentucky.”

= Women-Owned Businesses in the United States: A Fact Sheet, 1996.

= See “Report Urges Patton to Help Women Owned Businesses in Stet€durier-Journal, 22 Aug. 1996.
" USSBA, “1996 Profile.”
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erable entrepreneurial energy is nhow emanating from a younger cohort that may be adapting more
readily to decentralized employment patterns. Assuming high population growth, the 25-40 age
group in Kentucky is expected to decline dlightly as a portion of the overall population, from 21.2
percent in 2000, to 20.4 percent in 2010, to 19.2 percent in 2020.” The decline is projected to be
less sharp under a more moderate growth scenario.

While recent population growth is largely concentrated in the state’s metropolitan counties,
many rural counties are also enjoying strong growth, particularly those that appeal to retirees and
commuters. The relative undereducation of recent migrants to rural communities, however, could
dilute the entrepreneurial potential that an expanding population holds. Nearly 55 percent (54.9 per-
cent) of migrants to rural Kentucky between 1985 and 1990 did not have a high school %ﬁploma.
Conversely, migrants to Kentucky’s urban areas have tended to be younger and more educated than
those leaving.

Education and Intellectual Capital

As previously noted, higher levels of educational attainment are associated with higher levels of
entrepreneurial activity. Consequently, the state’s educational status is an important factor to
consider in gauging its capacity for development from within. While the Commonwealth has ranked
near the bottom nationally for many years in terms of educational status, Kentucky is enjoying an
education renaissance. The nationally recognized, award-winning Kentucky Education Reform Act
(KERA) is sowing the seeds of dramatic change in our public schools that, over the long term, could
produce significant improvements in the state’s educational status. Whether a decade alone will
prove sufficient time to reverse the effects of a culture that is still unduly burdened by poverty and
has historically undervalued education remains to be seen. While almost 42 percent of Kentuckians
who did not have a high school diploma were 60 years or older in 1990, the state’s depressed birth
rate and its aging population could delay the rewards of KERA beyond the next census. Today, ac-
cording to the U.S. Bureau of the Census, Kentucky remains among 10 southern states that have
trailed the nation for decades in high school graduation rates, but the margin of difference between
these states is negligible at best.

However, the trends toward educational improvement in Kentucky are strong. While the Com-
monwealth struggles with the same issues surrounding performance measurement that attend educa-
tion reform efforts across the nation, the benefits of elementary and secondary school reform have
been measurable and significant. Widely accepted empirical evidence shows that this once weak
support structure for development grows stronger with each passing year. Moreover, a comprehen-
sive literacy survey conducted by the University of Kentucky and released in 1997 found, contrary
to expectations, that literacy rates among working-age Kentuckians actually exceed national aver-
ages. Additionally, the benefits of record college enroliment throughout the late 1980s are yet to be
fully realized. Recent Bureau of the Census estimates of the percentage of the state’s population
aged 25 and older that are college graduates show an increase from 13.6 percent in 1990 to an esti-
mated 17.5 percent in 1956 Reforms of Kentucky’s higher education system are also expected to
improve dramatically the research capacity of our major universities and infuse the regional univer-
sities and the community colleges with new resources and focus.

Recognition of the sharpened focus being brought to academic programs throughout the state is
seen in this year’s inclusion of the University of Louisville College of Business and Public Admini-
stration onSuccess magazine’s list of the top 20 schools in the nation for training would-be entre-
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preneurs. The list, which includes Harvard, Cornell, the University of Pennsylvania Wharton
School, and the Universities of California at Berkeley and Los Angeles, was compiled based on fac-
ulty credentials, the caliber of students, curriculum, and services that link students with the business
community. That the University of Louisville was named to a Success list of 10 emerging entrepre-
neurial schools only last year indicates rapid progress in this area of expertis;e.139 That progress and
the notoriety it has garnered from the popular media are likely to increase enrollment and spur addi-
tional improvements.

In spite of the progress Kentucky has made in education, it must increase its store of intellectual
capital. Key to this effort will be the expansion of opportunities and enterprises that can attract and
hold more highly educated people, particularly those who bring technological, scientific and
managerial expertise to our economy. Importantly, the state is expected to enjoy fairly robust
employment growth in many of these occupational areas between 1994 and 2005. In the
“professional, paraprofessional and technical” occupational group, employment is expected to grow
by 24.6 percent or by 74,184 new jobs by 2005. Within the occupational group, jobs for engineers
are expected to increase 30 percent as 3,390 new jobs are created. While the rate of employment
growth among scientists will not be as significant, employment is predicted to increase 13.3 percent
for physical scientists, 16.1 percent for life scientists and 24.8 for social scientists, as 750 new jobs
are created in these fields. Job openings for computer scientists are expected to grow significantly,
by 55.9 percent for a total of 4,344 new jobs in this increasingly important technological field.
Managerial talent is also predicted to increase significantly in the state as jobs for general managers
and chief executives grow by 18.6 percent or 7,890 new jobs by“ﬂOOS.

Though Kentucky will make important gains in professions that should increase its store of in-
tellectual capital, the growth will not likely close gaps in some occupational categories that are key
to entrepreneurial development. In 1990, the portion of high-skill white-collar professional jobs in
the state, for example, trailed the national average by 6 percentage points. Though the trend has
been toward increasing portions of professionals in our occupational makeup, low-skill blue-collar
jobs have also increased in recent yé“érs.

Management and Support Talent

One of the most important factors in generating entrepreneurial activity is the quality of man-
agement and support talent. According to Ralph Shelton, president of Southeast Fuels and for-
mer chairman of North Carolina’s Minority/Women Economic Development Council, investors
make decisions about business investments based on the management teams that will run those
businesses. Many in the financial community echo the sentiment that good management is the key
to successful entrepreneurial ventures. Presenters at a June 1996 Southern Growth Policies Board
Conference, Capitalizing the South, cited managerial talent as the principal factor for success. In
fact, according to Pratt’s 19%3uide to Venture Capital Sources, a venture capitalist would prefer a

grade A entrepreneur with a grade B business idea to a grade B entrepreneur with a graéfae A idea.
And for good reason. The most often cited cause of small business failure, after the lack of access to
capital, is the lack of managerial experffééihe ability of a state to cultivate successful entrepre-

139

“Success Magazine Ranks U of L, IU in Top 25 Schools for Entrepren@hesCourier-Journal 1 Sept. 97: B-2.
140

Employment Services 19-21.

“ Harold Salzman, William P. O’'Hare, Ron T. Crouch, and Eric A. Schné{@etucky’s Workforcé-rankfort: Cabinet for
Workforce Development, 1992).

142
Shelton, 1996.
- Dingee, Haslett and Smollen, 1994.

144
The lack of managerial expertise was also the most cited reason that institutional sources denied businesses access to
capital in thefirst place (Walker, 1996).

44



Taking Kentucky's Entrepreneurial Pulse

neurs, therefore, largely rests on its ability to propagate, attract, and retain people who possess grade
A qualities.

Our 1997 survey of Kentucky bankers
confirms that these traditional lenders also
consider “strength of management” the
most important factor to consider when
evaluating a loan for a small business staft- 100
up.145 Fully 92 percent of Kentucky bankers
rated “strength of management” as a “very
important” criterion to consider in the loan
process. Similarly, 68.6 percent of respop-
dents rated “experience starting/running
business” as “very important.” Only
“strength of business plan,” which is clearly
related to managerial expertise, was rated WV KY IN IL OH MO TN VA
more highly; 77 percent of respondents guce: inc. magazine
ranked it as “very important.”

The immediate question that arises is
where such a “ready-made” pool of experienced managers can be found. Unfortunately, fewer
Kentucky citizens are employed in the fastest growing privately held firms than in nearly any neigh-
boring state. Figure 16 illustrates the level of Kentuckians employed at the entreprdneusidd
firms compared to the contiguous states. While, as we will further explore in this chapter, Ken-
tucky’s poor performance here is largely attributable to the concentratlon. &00 firms in urban
areas, the consequences remain the same. Fewer entrepreneurial role models and, in this case, fewer
beneficiaries of high-growth firms are present in the state. However, the state is taking important
steps to enhance the overall level of human capital as discussed in the previous section on education
and intellectual capital. Over time, these steps will likely elevate the availability and quality of the
state’s management talent.

The availability and quality of support talent is also vital for a robust entrepreneurial climate.
Results from our Survey of Small Business Owners suggest that, in general, this sample of entrepre-
neurs is satisfied with the quality and availability of professional services. As Table 9 illustrates, the
quality and availability of professional services ranked relatively high with 35.5 percent of the small
business owners assessing thality as “good” and 32.1 percent assessing dtalability as
“good.”

FIGURE 16

Inc. 500 Employees by State
(per 100,000 employees)

77.4

145

Bankers’ survey (Q-18)4ow important are the following items when deciding whether to lend to an entrepreneur starting
a new business? Respondents were asked to rate the degree of importance of the following items: Proximity to Your
Institution; Strength of Business Plan; Experience Starting/Running Business; Collateral; Strength of Management; Other.
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Financial Capital

How much capital does it take to start a business?

Most firms are launched with a relatively modest amount of cash. The Bureau of the Census’
most recent survey
of small businesses in

. FIGURE 17
the United States found
that 30 percent of all
companies were started s,
with less than $5,000,
while 67 percent of all| 40%
companies were started 38.1%

X 30%
with less than
$50,000.° As men- | 20%
tioned in the previous
10%

chapter, results from the 13.8% 12.1%

Survey of Small Busi-| o%
ness Owners show that $0-$5,000 $6,000-$10,000  $11,000-$20,000  $21,000-$50,000 $50,000+

while 13.8 percent Of| e of Responses= 428

Kentucky's sma” busi- Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997
nesses were begun with
$5,000 or less and 22.7 percent were started with $10,000 or less, the “typical” amount needed to
launch a new small business is around $40f60¥]gure 17 illustrates the distribution of responses

to the small business owners’ survey questtiéoww much money (from all sources) did it take to

launch this business? A majority (about 62 percent) of these businesses were launched with less
than $50,000.

How much capital does it take to start a business?

Where does start-up capital come from?

pically, the modest capital demands, particularly for microenterprises, are often met by the

savings of the entrepreneur or his or her family and friends or by credit cards. Even the nation’s
most successful firms, those whose growth rates warrant an appearance on thénent0@llist
compiled bylnc. magazine, relied heavily on their own savings and the support of family and
friends. Among CEQ's of 199Ihc. 500 firms, 79 percent reported using personal savings, 16 per-
cent also looked to family and 7 percent to friends; credit cards provided capital for 10 percent of
the groupl.48 Credit cards help keep many small businesses afloat, providing access to capital and
goods for 39 percent of owners who reported using personal credit cards and 28 percent who used
business credit cards in 1993. Among the smallest firms, those with fewer than 10 employees, 40

e Ascited by Leslie Brokaw.

“ The following question was asked on the Center's Survey of Small Business Ofa&m How much money (from all

sources) did it take to launch this business? The sample size is 428 and the mean, median, and mode are, respectively,
$134,935, $39,500, and $20,000. When we say the “typical” amount needed to launch a new business, we are referring to the
$39,500 median. This amount is similar to what bankers reported. In the bankers survey, we askddo{Qat§¢ is your

institution’s typical (or average) small business loan for new small business starFHupsa@mple size is 72 and the mean,

median, and mode are, respectively, $60,600, $50,000, and $50,000.

148
Inc., “The Inc 500: A Statistical Tourfhc. Online, Internet: 31 Oct. 1997.
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percent of business owners used credit cards, compared with 23 percent of larger firms, those with
50 or more empl oyeeﬁ149

In Kentucky, over half of the respondents to the Survey of Small Business Owners (57.8 percent)
indicated that they used money from personal savings, friends, or family to start their business, with
$20,000 being the typical amount (i.e., median) coming from this source.” And 43.5 percent indi-
cated they had obtained a bank loan to start their business, with $45,000 as the typical amount from
this source. Entrepreneurs normally cobble together financing from multiple sources. However, as
Figure 18 shows, money from personal savings, family, or friends and bank loans are the two main

sources of start-up capital for Kentucky’s entrepreneurs.

FIGURE 18
Did you obtain money from these sources when you were starting your business?

KIDFA or Other State Program
Venture Capital Firm

Another Firm

Supplier(s)

Other

Unrelated Investor(s)

Credit Card

Bank Loan 43.5%

Personal Savings, Friends or Family | | 57.8%

0% 10% 20% 30% 40% 50% 60% 70%

Number of Responses = 533 Percent Saying "Yes"
Source: Kentucky Lona-Term Policy Research Center, Survey of Small Business Owners, 1997

Is there enough capital available for Kentucky's entrepreneurs?

Many have argued that the lack of local sources for growth capital inhibits entrepreneurial devel-
opment in the state. Indeed, when asked to identify the most significant obstacle to launching
their business, most of the respondents to the Survey of Small Business Owners cited “financing”
(see Figure 191)5? Yet, when asked to evaluate access to financing in Kentucky, 29.4 percent of the
respondents said “good,” 45.2 percent said “fair,” and only 25.4 percent said %Md’ when

asked to evaluate the process of acquiring financing for their business, nearly 69 percent of the re-
spondents to the Survey of Small Business Owners said it was “appropriately demanding” compared

149
USSBA, “Facts . ..”

50

The question asked of the small business owners was: (@d8)much money did you receive from the following
sources to start this business (Please provide the approximate amount from each source)? One of the options is “From
Personal Savings, Friends or Family.” The median value for this variable is $20,000.

151
The summary statistics for the other sources are listed in Appendix F. However, the sample sizes are small and the
summary statistics might not be representative of the universe of cases.

152
The question on the survey is: (QViat was the most significant obstacle to launching this business?

3
® Refer to Table 7 in this chapter. The question on the survey is: (a3€&J on your knowledge and experience, how
would you rate the following factors which affect the ability of entrepreneurs to launch and grow small businesses in
Kentucky? Are they good, fair or poor? (Circle a number for each factor you have knowledge about). Factor 18 is “Access to
financing.”
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with 31 percent who thought it was “overly difficuff” From the entrepreneur’s perspective, ob-
taining financing is one of the most difficult challenges in starting a new business, but the data sug-
gest that capital is usually available for resourceful and qualified individuals.

FIGURE 19
What was the most significant obstacle to launching this business?
Finding reliable suppliers
No encouragement from family/friends
Other

Uncertainty about where to begin 9.7%

Finding enough customers 11.8%

Recruiting the necessary people % 17.4%
Fear of financial ruin % 20.6%
Government “red tape" % 30.9%
Financing % 34.9%

0% 5% 10% 15% 20% 25% 30% 35% 40%

Percentage Saying "Yes"

Number of Responses = 476
Source: Survey of Small Business Owners. Kentuckv Lona-Term Policy Research Center. 1997

Surprisingly, fewer than half of small businesses in the United States seek external financing in a
given yearl,55 but those who do typically go to the bank. According to the findings of a 1993
small business finance survey conducted by the Federal Reserve and the U.S. Small Business Ad-
ministration, “Banks are the dominant source of external financing to small firms,” supplying some
form of financing to 37 percent of small businesses.

In today’s robust and highly competitive economy, many banks have abandoned reluctance to
lend to small businesses in an effort to tap new sources of revenue. Some banks are actually adver-
tising their willingness to make small business loans and, in certain markets, competing aggressively
with one another for the opportunity to finance even risky ventures. Between 1994 and 1996, the
number of small business bank loans for less than $1 million increased by 935,000, from 4,322,000
in 1994 to 5,257,000 in 1996. The value of these outstanding loans reached $163 billion, compared
with an estimated $10 to $20 billion invested by so-called “angels” and just over $10 billion by
venture capitalists. Consequently, the nation’s most traditional lending source, the one that places
high demands on would-be borrowers, is a significant player in small business development. Indeed,
over 90 percent of the banks in Kentucky currently make loans to small businesses.

= Survey of Small Business Owners, (Q-19): In retrospect, do you believe the process of acquiring financing for this
business was overly difficult or appropriately demanding? There were 360 responses to the question, with 68.6 saying
“appropriately demanding” and 31.4 percent saying “overly difficult.”
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USSBA, “Facts . . .”
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Kentucky Long-Term Policy Research Center, banker survey: (@eljlefine “small business” as those having fewer
than 20 employees and define entrepreneurs as individuals starting small businesses. Does your institution make loans to
small businesses and entrepreneurs in Kentuks?esults show that 94.6 percent of the 93 banks that responded answered
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Given the importance of

. FIGURE 20
banks to entrepreneurial devel- |
Is there a shortage of capital or entrepreneurs
opment, the Center posed the X A
. i , in Kentucky? D Capital
following question to the state’s ] A GEntrepreneurs
bankers:Some people say there | uran Triangle 1 4

] 67%
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of entrepreneurs to use it. Which 1 f 389
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o 0% 10% 20% 30% 40% 50% 60% 70% 80% 90%
prOblem than .quaIIfIEd entrepre Source: Banker Survey, Kentucky Long-Term Policy Research Center, 1997
neurs to use it. Around 32 pert wumber of Respondents=s4
cent of the bankers sai
“shortage of capital,” while the remaining 68 percent said “shortage of entrepreﬁgemris.’lnter—
esting to note the regional differences in Kentucky as well as the urban-rural split. As Figure 20
illustrates, bankers in the state’s urban areas are more likely than bankers in rural areas to believe a
shortage of capital exists, a somewhat surprising result. Nonetheless, regardless of region or whether
the bank is in a rural or urban county, a majority of bankers believe that capital is not in as short a
supply as entrepreneurs to use it.

A necessary but not sufficient condition for adequate capital to be available for burgeoning and
established businesses is that banks be generally well capitalized. An analysis of financial data from
Kentucky banks suggests that, on average, Kentucky’s banks are. Governmental regulations specify
capital levels that must be attained for a bank to be well capitalized. A widely used indicator of
capital adequacy is the leverage ratio (core capital to tangible assets). Accor@meshiooff,

“Many regulators informally suggest that the leverage ratio for community banks should be at least
6 percent, and often ratios of 7 percent or 8 percent are reqﬁllrﬁdef average leverage ratio for
Kentucky banks in 1996 was 10.3 percent, significantly higher than the recommended 7 to 8 per-
cent;” the leverage ratios for Kentucky’s regions are 11.3 percent for the West, 9.7 percent in south
central Kentucky, 10.5 percent in eastern Kentucky, and 10.2 in Kentucky’s urban triangle. These
leverage ratios show that Kentucky’s banks have abundant capital.

Some may argue, however, that even though Kentucky's banks are well capitalized, they may
not be using their capital to support Kentucky's small businesses and entrepreneurs to the fullest
extent. For example, it is possible that Kentucky’s banking community prefers a more conservative
investment approach than what would be entailed under one that relies more heavily on commercial
lending. Fortunately, it is possible to gauge the perceived risk within a bank’s balance sheet by ex-
amining the ratio between the risk-based capital ratio and the core capitéef R#tos under 2.0

“Yes.” Of the 5.4 percent of banks that responded “No” (5 banks), 20 percent (or 1 bank) indicated that the institution will be
extending loans to small businesses and entrepreneurs in the foreseeable future.

9
15 Banker survey (Q-2). Refer to Appendix B.

160
Of the banks responding to the survey, 53 are located in rural counties and 26 in urban counties. The regional distribution
is: West=15, South Central=21, East=14, and Urban Triangle=21.

161
SheshunoffBanks of Kentucky, 1997, p. i-15.
162
Kentucky Long-Term Policy Research Center analys&heghunoff data.

. According toSheshunoff, “Risk-wieghted capital ratios provide a measure of capital to assets based on the perceived risk

to a bank of each type of asset. Generally, cash, cash equivalents, and U.S. government obligations require no capital;
interbank claims and U.S. agency and municipal obligations have a 20 percent risk weighting; residential real estate loans and
municipal revenue bonds are risk weighted at 50 percent; and all other assets are risk weighted at 100 percent.” The general
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suggest a less conservative mix of in-

vestments. The average ratio for Ken- FIGURE 21

tucky in 1996 was 1.73, which indicates Number of Small Business Loans

that Kentucky’s banks are, on averagg, for $100,000 or Less

not overly conservative: the ratios for §30- g 24.2
Kentucky's regions are 1.79 for the West, £ 25 1 s 186 198 211 : '
1.71 in south central Kentucky, 1.75 ip & 20 - 159 163 :
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8
Business Administration data shows that o N j Us j N Ne Wy Ky
Kentucky’s banks are not shy about
making smaII bUSineSS Ioans. In 1995’ Source: Kentucky Long-Term Policy Research Center Analysis of SBA Data
Kentucky banks made 93,404 small busi-
ness loans that were less than $100,00Dhis is 24.2 loans per 1,000 population, which places
Kentucky in the forefront of states in the region (see Figure 21). In short, these data support the ar-

gument that there is no shortage of bank capital available for Kentucky's entrepreneurs.

eastern Kentucky, and 1.68 in Kentucky|sg 154 12
urban triangle. g 10
Moreover, an examination of Small 51
0 : : :
VA IN

urning to venture capital, the story is not as good. Traditional venture capitalists meet the mar-

ket demands of higher-end or later-stage firms and typically deal with hundreds of thousands or
millions of dollars.” However, only six venture capital firms do business in Kentuﬂglqmd many
believe that the proclivity of early stage venture capitalists to invest “in the neighborhood” could
constrain the growth of firms in Kentucky where few venture capital firms are within easy reach.
One study in particular found that of 150 venture capital deals, totaling nearly $175 million, 125 (83
percent) were located within two hours’ travel time from the office of the firm that originated the
financing.168 As The Economist notes, “The reality is that venture capital is mostly a matter of man-
aging and nurturing firms,” and that is, by necessity, a hands-on affair. But hands-on has clearly
taken on new meaning in the era of e-mail, fax machines and even video conferencing.

While much ado is made of the paucity of venture capital funds in Kentucky and the Southeast
region as a whole, it is worth noting that no venture capital flowed into half the states of the nation
during 1995 and 1996. Few would suggest that all of these state economies ground to a standstill
as a consequence. Indeed, only 3 percent of the CEOs otrd®%00 firms report relying on ven-
ture capital to finance their firms.In 1996, an estimated 75 percent of U.S. venture capital was
invested in technology companies whefae Economist reports, speed is everything and the im-
probable exponential growth venture capital firms seek as a return on their investments is within the
realm of the possibllen. Today, U.S. venture capital flows principally into the technology nerve

rule is that the higher the ratio, the more conservative the mix of assets in the bank’s balance sheet. A value over2 indicate
more conservative mix of investments while a value in the area of 1.7 to 2.0 suggests a less conservative mix of investments.

164
We should note, however, that many types of risk capital are needed by entrepreneurs, and these ratios gloss over these
differences. Some have argued, for example, that many banks are far more reluctant to lend to knowledge-based firms.

o USSBA, Office of Advocacy.
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R.T. Mayer, R. Radosevich, E.C. Carayannis, M. David and J.G. Brh&t995 National Census of Early-Stage Capital
Financing (Albuquerque: Orion Technical Associates, Inc., 1995) 54.

167
According to the 1996 edition &fratt's Guide to Venture Capital Sourcesly five venture capital firms are based in the
state. A sixth newly formed firm, however, was not included on Pratt’s list.

e Mayer et al.

" “Venture Capitalists: A Really Big AdventureThe Economist 25 Jan. 1997: 21.
" Venture Economics as cited by Goetz and Freshwater, 13.

. Inc., “The Inc 500: A Statistical Tour.”

" “Venture Capitalists...”: 20-22.
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centers in and around Boston, Massachusetts, and Silicon Valley in California, where Price Water-
house estimates that 30 percent of all venture capital in the United States was invested in 1995."
During 1995 and 1996, according to Venture Economics, Massachusetts was the highest ranked
state in the nation for venture capital receipts, $406 in venture capital per person, followed by $130
per person in California™" In 1995, accordi ng to Price Waterhouse, firms in the South received just
$1.5 billion or 21 percent of the $7.5 billion in venture capital invested nationally; a third of those
investments went to communications firms.” Importantly, Price Waterhouse also found that, in
spite of the tendency of venture firms to flock together, 20 percent of venture capital came from
outside the state where it was invested, suggesting that the geographic reach of venture capital is
farther than previoudy thought.

0 learn more about the availability of venture capital
to Kentucky entrepreneurs, the Kentucky Long-
Term Policy Research Center conducted a 1997 tele-

TABLE 10

Regional Venture Capital Sources,
1997

phone survey of firms in surrounding states that were venture
included in the 1996 edition of Pratt's Guide to Venture Capital
Capital Sources’ This survey sought general informar _ Total | Firms | SBICs
tion about the availability of capital from venture capital | Indiana 8 5 El
firms and Small Business Investment Corporations (T)h'o 10 ! 3
L ] ) ennessee 16 10 6
(SBIC)  within a round-trip, one-day drive of Ken- ["west virginia 3 0 3
tucky. Specifically, we wanted to learn whether venture | Kentucky 6 3 3
capital is indeed strongly linked to “the neighborhood.Totals 43 25 18
Firms within an estimated three-hour drive from theuce Prails cude to venture Capial Sources, SBA

Kentucky border were chosen because they would be relatively easy for an entrepreneur or a small
business owner to travel to in a day.

The venture capital firms and SBICs
Would F'EUR,IEI?Z _ surveyed are located in Indiana, Ohio,
Would you be willing to invest Tennessee and West Virginia. The breakdown
in a Kentucky-based business? . . . . .

No Ves of firms in each state, including Kentucky, is

15% 85% shown in Table 10. As illustrated, a total of 43

venture capital firms or SBICs are either

located in Kentucky or within a three-hour
. 178 .

drive.” Many are relatively new; among the

Source: Survey of Venture Capital Firms, Kentucky Long-Term fll’mS we Identlﬂed’ nearly a thlrd were formed

Policy Research Center, 1997 in the 1990s. We assumed that Kentucky-based

venture capital firms are investing in Kentucky

enterprises and, therefore, did not survey them.

73
Lawrence M. Alleva, “Is There a Capital Gap in the South? Price Waterhouse Venture Capital Survey Observations,”
Presentation to Capitalizing Southern Growth Conference, Southern Growth Policies Board, 20-21 June 1996.

174
Venture Economics as cited by Stephan J. Goetz and David Freshwater.

e Price Waterhouséyational Venture Capital Survey: Selected Findings for the Southern Growth Poalicies Board (Atlanta:
Author, 1996).

176
The construction of this survey was based on a 1990 survey and report, “Venture Capital Firms Within Reach of Kentucky
Ideas,” prepared by Thomas M. Bailey, now an economist with the Economic Development Cabinet.

w According to the USSBA, “The Small Business Investment Company Program (SBIC) was started in 1958 by Congress to
provide venture capital to small businesses for start-up and growth-capital needs. The SBA licenses and regulates these
privately owned and managed investment firms. SBICs provide equity capital, long-term loans and management assistance to
qualified small businesses using their own capital and funds obtained at favorable rates through assistance from the SBA.”

178
In 1990, Bailey identified 27 firms within easy reach of Kentucky entrepreneurs.
9
The surveys were sent to 37 out-of-state firms. Of the 37 identified firms, 32 responded to the Center survey.
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Significantly, 85 percent of the (out-of-state) venture capital firms that responded expressed a
willingness to invest in Kentucky businesses. Of the 32 respondents, 25 percent reported having
previously had some equity in a Kentucky-based business. At present, however, only 19 percent
have equity in Kentucky-based businesses, and these investments represent arelatively low percent-
age of net portfolios. No firm had higher than 20 percent of its portfolio invested in Kentucky busi-
nesses. K entucky-based businesses have sought capital from 46 percent of the firms surveyed.

Further, the findings of our survey indicate that, if the deal has enough merit, venture capital will
indeed travel, certainly as far as the three hours in question here. When asked what they saw as the
biggest obstacle to making loans in Kentucky, 75 percent or 24 out of 32 of these venture capitalists
said they saw no real obstacle to investment in the Commonwealth beyond the need for a sound
business plan and a solid

TABLE 11 management team. Indeed, a
Surrounding State “neighborhood” or  regional
Venture Capitalists and Kentucky Firms mission precluded only four
firms from investing in Kentucky

Willing to invest in Kentucky firms 85% businesses, and the officer of one
- of these firms said she was
Have loaned to Kentucky firms 25% .
Y ° encouraging stockholders to
Have investments in Kentucky firms now 19% broaden its reach. Three other
Source: Venture capital firm survey, Kentucky Long-Term Policy Research Center, 1997 firms have adODted SpeCiﬁC

strategies that create obstacles of
sorts because they narrow the focus of their firms to a particular industry or type of business owner,
but all are willing to invest in Kentucky within the parameters of their missions. One firm lends only
to minority or cash-strapped entrepreneurs. Another backs only biomedical businesses, which, were
they located in Kentucky, would likely be of interest to it. Similarly, Batelle Venture Partners based
in Columbus, Ohio, focuses only on firms with direct benefit to the natural gas industry. It has re-
ceived Kentucky proposals, though it has never invested in a Kentucky firm. As one venture capi-
talist observed, “Kentucky is no different from any other state; the business must have a solid
business plan and a strong management team.” Officers of Capital Services & Resources, Inc. and
Morgan Keegan Merchant Banking Fund II, L.P. in Memphis, Equitas, L.P. in Nashville, and Ohio
Partners in Columbus, Ohio, as well as others, expressed keen interest in seeing more Kentucky
firms seek capital. One Cincinnati venture capitalist observed that while the deal flow is lower from
Kentucky than other states, those deals received are generally good.

In conclusion, contrary to the oft-made assertion that too little capital is available to entrepre-
neurs, we find that sufficient, perhaps even abundant capital is available from both public and pri-
vate sources. Indeed, with respect to venture capital firms in Kentucky and in neighboring states,
there is over $675 million under management by these firms.™ In the next section, we discuss some
of the reasons Kentucky’s entrepreneurs might have problems accessing adequate capital.

80

: This is the capital under management by those firms that indicated a willingness to lend to Kentucky-based businesses.
We could not identify the amount of capital under management for several of the firms, so the $675 million is a conservative
estimate.
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Why do entrepreneurs experience problems obtaining capital?

ack of information about where to get capital might be Kentucky’s entrepreneurs’ biggest prob-

lem. Indeed, MACED concludes that information about sources of capital, rather than the capital
itself, may be the commodity in short supply in the Appalachian régéiumnetheless, most entre-
preneurs realize that

banks are the dominani TABLE 12
source of outside capita The Importance of Various Factors to

for small businesses i Kentucky Banks When Making a Lending Decision
the U.S. and Kentucky!

Somewhat Somewhat Very

(See Figure 18)- What Unimportant Unimportant Important Important
g
.then are the factors mo Proximity to the Bank 5.8 11.6 50 32.6
important to  banks
Strength of Business Plan 2.3 11 19.5 77

when making a lending
decision? Table 12| Experience Starting or

Running a Business 35 0 27.9 68.6
shows the results from ¢
the f0”0W|ng questlon Collateral 2.3 3.4 39.1 55.2
on the Center’s bankell Strength of Management 34 0 4.6 92

survey: How i mportant Source: Banker Survey, Kentucky Long-Term Policy Research Center, 1997
are the following items
when deciding whether to lend to an entrepreneur starting a new busi ness?"” The results show that

many factors are important, with some being relatively more important. Strength of management
garnered the highest percentage of “very important” at 92 percent, followed by the strength of the
business plan (77 percent), experience starting or running a business (67 percent), and collateral
(55.2 percent).

FIGURE 23 We also asked the bankers an open-
Obstacles to Lending to Small Businesses ended question about the obstacles they
and Entrepreneurs Cited by Kentucky Banks experience in making loans to Kentucky's

Other
16%

entrepreneur}s%. As Figure 23 illustrates,
“lack of collateral” is the biggest obstacle
for the bankers. Asset accumulation,
therefore, should be a critical goal, par-
ticularly for poor and low-income indi-

Inadequate
State
Assistance
3%

Lack of viduals. The second most frequently
Business mentioned obstacle is “poor or no busi-
Knowledge ”

10% ness plans.” Indeed, only about 39 percent

of the businesses that responded to the

Poor . . .

Business Survey of Small Business Owners indi-
Plan cated they had a written business plan for

. . 184
15% . their business. So, clearly, loan requests
Source: Banker Survey, Kentucky Long-Term Policy Research Center,

1997 to banks, the most common source of

small business financing, must be sup-
ported with well-constructed business plans to satisfy these traditional lenders. Borrowers must
bring more to the table than an idea.

. MACED, Promoting Entrepreneurship 9.
w Banker survey (Q-18). See Appendix B.

183
Banker survey (Q-21): What do you see as the biggest obstacle in making loans to Kentucky’s small businesses and
entrepreneurs?

184
Survey of Small Business Owners (Q-9): Do you have a written business plan for this busineBs®e were 470
respondents to this question (60.6 percent responded with NO and 39.4 percent said YES).
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Most small business owners we surveyed view the demands of financing as reasonable. As pre-
viously mentioned, when asked to evaluate the process of acquiring financing for their business,
nearly 69 percent of the respondents to the Survey of Small Business Owners said it was “appropri-
ately demanding” compared with 31 percent who thought it was “overly difficulivhat then, are
some of the factors that help account for the difficulty in acquiring financing? We examined several
factors, such as the gender of the entrepreneur, the location of the business, and the loan amount, to
see if differences in these factors were associated with problems in acquiring financing. As Table 13
illustrates, neither the location of the business, the size of the loan, the ownership of the bank, the
gender of the entrepreneur nor their experience appears to have a significant effect on the difficulty
of acquiring financing. Paradoxically, if they had a written business plan, they are a litle more
likely to have answered “overly difficult.” The only factor in Table 13 that shows a huge effect is
whether SBA guaranteed the loan. Finally, we constructed a statistical model to estimate the inde-
pendent effect of the variables listed in Table"13he only variable that is statistically significant
(at the .05 level) is whether the SBA guaranteed the loan.
TABLE 13
Do you believe the process of acquiring financing for your business was
overly difficult or appropriately demanding?

Overly Appropriately Sample
Difficult Demanding Size
Entire Sample 314 68.6 360
Location Rural 315 68.5 143
Urban 31.6 68.4 212
Loan Type SBA guarantee 52.2 47.8 23
Not a SBA loan 25.4 74.6 189
Large® (over $43,500) 29.5 70.5 105
Small (under $43,500) 27.7 72.3 101
Bank Locally Owned 28.1 71.9 153
Multi-State/National 27.6 72.4 58
Gender Female 35.7 64.3 70
Male 31.6 68.4 263
Business Plan Had a written plan 35.9 64.2 159
Did not have one 27.6 72.4 199
Experience Their first business 31.9 68.1 216
Started more than one 29.8 70.2 141
“The size of the loan is defined here by whether it is greater or less than the median (or $43,500).
Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997

8

e Survey of Small Business Owners (Q-19): In retrospect, do you believe the process of acquiring financing for this
business was overly difficult or appropriately demanding? There were 360 responses to the question, with 68.6 percent
saying “appropriately demanding” and 31.4 percent saying “overly difficult.”

The difficulty of acquiring financing can be modeled as a dichotomous dependent variable. Accordingly, we use a probit
specification to estimate the parameter values for each of the variables listed in Table 10. This allows us to identify the
impact of each of the factors on the likelihood the entrepreneur would have had answered “overly difficult;=by, P(Y
while holding all other variables constant. This maximum likelihood model predicts that, on average, there is a .271
probability an entrepreneur would characterize the process as “overly difficult” (remember that the sample value is .314). The
parameter estimates, standard errors and significance levels are listed in Table F.2 in Appendix F. (Note: If the business is
located in a rural area, then dummy variable RURALBIZ=1. If the entrepreneur acquired a SBA guaranteed loan, then
dummy variable SBALOAN=L1. If the loan was obtained from a community bank, then dummy variable COMBANK=1. The
amount of the loan, or LG10LOAN, was transformed, because of outliers, to its base-10 logarithm. The dummy variable
BIZPLAN=1 if the entrepreneur had a written business plan. The dummy variable FIRSTBIZ=1 if it was the entrepreneurs
first business start-up, and GENDER=1 if the entrepreneur is a male.)
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How will bank consolidation affect capital availability?

argely as a result of consolidation, the number of banks in the United States declined from more

than 14,000 in 1985 to about 10,000 in 1995, and about 60 percent of the banking market is con-
centrated in the hands of the nation’s 25 largest banksif this trend continues, the nation will
have fewer than 7,000 banks, and Kentucky will have fewer than 200 by 2005, down from 346 in
1982:" The 1995 acquisition of
Louisville-based Liberty National Bank
by Ohio’s BancOne is but one of many

high-profile examples of bank

FIGURE 24
Kentucky Banking Institutions,1982-2005

consolidations. Other Kentucky banks 4007 344
acquired during recent years include 350 - 324 297
Citizens Fidelity by PNC, Cumberlang 300 -
Bank by Fifth Third, and Kentucky 250 4 <200
National by National Citﬁ0 Already, the 200 4
five largest banking institutions in the 15
state are owned by holding compani¢s g, |
outside Kentucky 50 4
Because commercial banks are the 0
principal providers of the loans that fuel 1982 1991 1994 2005+

entrepreneUrShip, trends that inﬂuen( € source: Kentucky Long-Term Policy Research Center projections
their disposition toward Sma” ﬁrms affect based on SBA Data and Kentucky Deskbook of Economic Statistics
business formation, revenue and em- *d‘;fﬁmated

ployment. Some fear that bank

consolidation, which has come in

response to intensified competition for an array of financial products, has changed the dynamic be-
tween these lenders and small businesses. Small community banks generally recognize that their
own success depends on the development capacity of the community, and huge multistate and na-
tional banks that snatch up community banks undermine the commitment to nurturing small busi-
ness and local development, or so the story goes.

The evidence suggests that this story is inaccurate for a number of reasons. First, Kentucky’s
largest banks—the top 20 percent—accounted for 48.5 percent of all small business loans and 55
percent of all small business dollars in 199@he bottom 20 percent made only 4.6 percent of the
small business loans and loaned only 3.3 percent of the small business dollars. The nine banks oper-
ating in Kentucky with assets of $1 billion or more accounted for 25 percent of all money loaned by
banks to small businesses. Small banks may be more inclined to make small business loans, but they
do not approach the sheer volume of loans made by bigger banks. Second, about half of the small

187
J. Weber and S. Woolley, “The Next Feeding Frenzy Will Feature Smaller Bisdiess Week 11 Sept. 1995: 38-39.

188One of the key reasons for the trend toward bank consolidation was the deregulation of capital markets and the impact it
had on capital formation in economic development. In the early 1980s, deregulation of the financial services industry at both
the federal and state levels encouraged the consolidation of banking interests across the country. Federal regulations were
changed in the early 1980s to allow interstate bank acquisitions. Many states followed suit, passing legislation allowing out-
of-state banking institutions to acquire local banks.

189

Kentucky has consistently averaged about 2.7 percent of the total number of banks across the country. The U.S. Small
Business Administration estimates the total number of banks in the year 2005 at around 7,000. If Kentucky continues to
account for 2.7 percent of that 7,000 there will be fewer than 200 banks in the state.

190

T. Bode, "Consolidations Substantial Over Past Five Yeldesftucky Journal June/July 1996: 2-3.
191

Angie Hatton, "State’s Largest Banks Are Out-of-State Institutidre Kentucky Gazette 9 July 1996: 1.
192

The Small Business Administration defines small business loans as those less than $250,000.
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bank acquisitions are made by other small banks, and medium-sized banks make most of the rest.””
* Third, banks that acquire other banks tend to be more aggressive small business lenders than ei-
ther those they acquire or comparably sized banks not involved in a merger.195

TABLE 14

Small Business Loans and Dollars
from Kentucky Banks, by Size of Assets

Size of Bank Percent of Small Percent Of Small
Business Loans Business Loan Dollars
First Quintile (Smallest 20%) 4.6 3.3
Less than $37M in assets
Second Quintile 115 9.1
$37M to $64.3M in assets
Third Quintile 13.7 11.0
$64.3M to $83.2M in assets
Fourth Quintile 19.4 18.8
$83.2M to $140M in assets
Fifth Quintile (Largest 20%) 48.5 55.2
Over $140M in assets

Source: Kentucky Long-Term Policy Research Center Analysis of SBA data for Kentucky

In fact, some observers have suggested that mergers and acquisitions may actually increase small
business financing. According to the Missouri-based Rural Policy Research Institute:

Mergers among small banksin contiguous communities can improve the capacity of the bank
to serve its community, as a result of greater financial strength, increased access to loanable
funds, greater capacity to spread risk, and access to more specialized loan officer skills. . . If
the credit needs of community businesses match the business focus and philosophy of the
parent bank, lending in the community could increase. These mergers may benefit rural ar-
eas by bringi ng new banking skills and strategies to the local market, such as fee-based

lending. "

Joe Peek, an economist at Boston College, and Eric Rosengren, a researcher with the Federal Re-

serve Bank of Boston, write, “Since acquirers are almost as likely to have larger as smaller shares of
small business loans in their portfolios, compared to their targets, this suggests that not all mergers
will shrink small business lending; many will actually increase it.”

Our Survey of Bankers found that nearly 60 percent of Kentucky bankers believe that further
bank consolidation in Kentucky will reduce available capital for entrepreneurs. However, this view
was much more strongly held by banks thate not gone through a consolidation within the past
decade. Among those banks thate undergone consolidation, two thirds say bank consolidation
will have no effect or will increase capital availability for entreprenéghl%inally, even though the
number of banks has decreased in recent years, the share of small business owners who have suc-

193

Nicholas Walraven, “Small Business Lending by Banks Involved in Mergers,” Board of Governors of the Federal Reserve
System.
194

J. Peek and E.S. Rosengren, “Bank Consolidation and Small Business Lending: It's Not Just Bank Size That Matters,”
NYU Stern School of Business.
195

Walraven.
196

Rural Policy Research Institute Rural Finance Task Fdtee Adequacy of Rural Financial Markets: Rural Economic
Development Impacts of Seven Key Poalicy Issues (Columbia: Rural Policy Research Institute [University of Missouri], 1997)
5.
197

Banker survey (Q-3)There were approximately 300 banks in Kentucky in 1994. If current trends continue, there will be
fewer than 200 banks in Kentucky by the year 2005—a loss of more than one-third of the state’s banks. Assuming this trend
continues, do you think that continued bank consolidation will mean less capital for entrepreneurs, have no impact, or result
in more capital1Q-4): Has your institution gone through a consolidation in the last 10 years?
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cessfully acquired capital from a bank rose from 76 percent in 1987 to 83 percent in 1995, according
to the National Federation of Independent Businesses. e

All of this makes afairly compelling case that bank consolidation does not have a significant ef-
fect on small business financing. Still, many small business owners are uncomfortable with changes
in the banking community. Among respondents to the 1995 National Federation of Independent
Businesses survey, 25 percent reported that their primary financial institution had merged in the past
three years, and many were unhappy about the consegquences: 34 percent characterized the change as
negative while only 7 percent viewed it as positive. Among the group responding, 17 percent re-
ported that they had changed banks as a consequence of the merger.199 Our Survey of Small Business
Owners found that entrepreneurs are generally more satisfied with locally owned banks than they
are with national or regional ones. Almost half rated the quality of local banks as good, while only
onein four gave asimilar rating to national and regional banks.””

While people may prefer the personalized services of local banks, their preferences have little to
do with small business loans. Banks of al sizes are willing to loan capital when they are confident
of agood rate of return. In fact, the real opportunities community banks hold for entrepreneurs may
not be as sources of capital but as potential business ventures: the Federal Deposit Insurance Corpo-
ration reports that the number of bank chartersin 1996 and 1997 was the highest in a two-year pe-
riod since 1989-90.” M any of these businesses are started by former executives with other banks.”

198

Sara Oppenheim, “Bank Financing Up, Loans from Relatives Dotwrefican Banker 10 Mar. 1997: 5.
99

Oppenheim.

0
Survey of Small Business Owners (Q-3B3sed on your knowledge and experience, how would you rate the following
factors which affect the ability of entrepreneurs to launch and grow small businesses in Kentucky? Are they good, fair or
poor?

201

Jim Jordan, “Small Banks Are Taking Big StefssXington Herald-Leader 26 Jan. 1998: B11.
02

Jordan.
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Vision Beyond One's Borders

Succ&sful young companies tend to have a broad geographic reach. Half of Inc. 500 companies
get more than 50 percent of their revenues from sources outside their immediate region and
more than a third get at least some sales from international exports. A recent Commerce Department
study indicates that, largely due to the declining price of communications technology, the fastest-
growing small companies are now important international traders. An estimated 10 percent of small
businesses currently produce between 25 percent and 40 percent of all U.S. products and services
sent abroad.™ Among the fastest growing firms in a recent national survey, nearly half (47 percent)

were exporting while another 6 percent anticipated doing so within ayear.204

Some Kentucky firms sell far beyond the Commonwealth’s borders and have developed highly
successful global marketing strategies. For businesses like Dippin’ Dots in Paducah, which manu-
factures novelty ice cream products, the tastes of other cultures are fueling dramatic growth: Dippin’
Dots made its second consecutive appearance dmahB00 list this year. Kentucky’s exports in-
creased from $4.7 billion in 1993 to $6.9 billion in 1996, according to Mary Beth Cordy, director of

the Kentucky International

Trade Office’ Further, Cordy
notes in an Associated Pregs
story, a recent study ranked
Kentucky sixth in the nation in
export growth for the first half
of 1997."

Growth is not the only
benefit of exporting; it also
tends to bring higher waged.
Our Survey of Small Business
Owners found that the averag
wages for Kentucky’s
professional  workers, prof
duction workers, and othe
workers rise as businesses
make more sales outside thej

207 . .
local areas. As shown in Fig-

D

=

FIGURE 25

Predicted Average Hourly Wages of Professional,
Production and Other Workers, by Type of Business

$20
M Locally Oriented
$15 O50-50 Local-External |-
O Externally Oriented
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$0 - T T

Professsional
Workers

Source: Kentucky Long-Term Policy Research Center, Survey of Small Business Owners,
1997

Production Workers

Other Workers

ure 25, wages are higher even

though these externally oriented businesses are slightly more likely to be located in rural counties

than locally oriented businesses.

Despite the fact that selling beyond local borders can increase wages and sales, most of Ken-
tucky’s small businesses are very parochial. Eight out of 10 respondents to our Survey of Small
Business Owners make at least three fourths of their sales locally, and 4 out of 10 make all of their

Brokaw.

204
Laura M. Litvan, “The Hot Zones for Entrepreneuisdtion’s Businessune 1996: 42.

205
Bruce Schreiner, “Kentucky Exports on the RiSghé State Journal 9 Nov. 1997: A6-7.

6
Schreiner.

207
The model we used to estimate the relationship between wages and local sales also takes into account use of computers,
location, and industry of the business. See Appendix F for model results.
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sales IocaIIy.208 Only 15 percent of businesses make at least half of their total sales to customers lo-
cated more than a one-hour drive away, and just 7 percent report making any sales abroad at all. In-
ternational sales usually represent a small share of total sales. About 10 percent say they anticipate
exporting their products or services in the future. However, most of these businesses are aready ex-
ternally oriented. Only 6.5 percent of locally oriented businesses expect to sell products abroad in
the future, compared with 30 percent of externally oriented firms.

These results corroborate other studies of Kentucky’s businesses. A survey of rural manufactur-
ers we conducted in 1995 found that few businesses know much about global markets or are inter-
ested in exporting. While respondents were generally optimistic about the effects of globalization on
employment and sales, they indicated little familiarity with the terms of trade agreements or with
widely adopted international quality standards. Further, they reported minimal efforts to increase
exportsz.09 Businesses that were already exporting were not doing much to increase their exports, and
businesses that were not exporting showed almost no interest in dcz)ﬁ]grscezarlier University of
Kentucky study of 3,500 manufacturing firms in the state revealed that half of the firms that do not
export have the potential to do So.

Anecdotal evidence also suggests that Kentucky businesses may be too insular. A representative
of one Nashville venture capital firm believes Kentucky’s business culture is an obstacle {C loans.
This venture capitalist observed that Kentucky businesses are more inclined to stay within the fam-
ily, rather than seeking the opportunity to grow and become a public company. Further, MACED
concludes that regional insularity among Appalachian entrepreneurs and the community of profes-
sional service providers they rely on may limit exposure to ideas that could spawn new ventures and
expand markets for established busine$$ekhe impact of this insularity is evident in the limited
awareness of financing options and the inattention to marketing that MACED found among the Ap-
palachian entrepreneurs it surve%d)ur survey found that for half of small businesses, their five
largest customers account for at least 40 percent of their total business. Eighty percent say word-of-
mouth advertising has been most helpful. Simply put, one of the cultural strengths of Kentucky, an
internal focus on community and family and what some have suggested is diminished interest in
material wealthi,” may limit entrepreneurial efforts in the Commonwealth.

What kind of support do Kentucky’'s small businesses receive if they want to sell goods and
services outside of their local areas? Kentucky's externally oriented small businesses do not re-
ceive—possibly because they do not seek—much help from state and federal agencies that provide
business services. For example, Table 11 on the following page shows that less than 20 percent of
externally oriented firms report being somewhat familiar with the Kentucky Economic Development
Cabinet, and only 7 percent say they are very familiar with it. A scant 4 percent have used its serv-
ices. About 50 percent of externally oriented firms are somewhat or very familiar with the federal

208
In this discussion, we define local sales as those made to customers who are within a one-hour drive of the business.
Locally oriented businesses are those that make at least half of their sales locally, and externally oriented businesses are those

that make at least half of their sales outside of their local areas.
209
Peter Schirmer and Melissa Taylor, Farms, Factories and Free Trade (Frankfort: Kentucky Long-Term Policy Research

Center, 1995).
210
Schirmer and Taylor 29.

211
M. J. Kane, “An Assessment of the Export Potential of Kentucky Industries: A Manufacturing Profile,” College of

Business and Economics, University of Kentucky, Lexington, Kentucky, 1990.

212
The venture capital firm was contacted in a Kentucky Long-Term Policy Research Center telephone survey of regional
venture capital firms.

213

MACED, Promoting Entrepreneurship 11.
214

MACED, Promoting Entrepreneurship 9, 11.

215
Billie M. Sebastian, “Citizen Participation: An Elusive But Necessary Ingredient in Effective Governimeresight
(Kentucky Long-Term Policy Research Center) Fall 1994.
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Small Business Administration, and 7 percent have used services provided by the SBA. Knowledge
of small business assistance programs is even lower among locally oriented businesses. Only 13 per-
cent are somewhat or very familiar with the Economic Development Cabinet and 35 percent are
somewhat or very familiar with the SBA.

TABLE 15
Familiarity of Kentucky Businesses with

the Economic Development Cabinet and the Small Business Administration
(percent of respondents)

Externally Oriented Businesses
Very Somewhat Somewhat Very
Unfamiliar Unfamiliar Familiar Familiar
KY Economic Development Cabinet 59.1 14.8 19.3 6.8
E.D.C. International Trade Office 78.4 13.6 5.7 2.3
U.S. Small Business Administration 35.6 13.3 36.7 14.4
Locally Oriented Businesses

KY Economic Development Cabinet 71.3 15.8 11.0 1.9
E.D.C. International Trade Office 88.8 6.6 4.0 0.5
U.S. Small Business Administration 42.7 21.8 28.5 7.0

Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997

The state agency most directly involved in promoting Kentucky's exports is the International
Trade Office (ITO) of the Economic Development Cabinet. The ITO provides export consulting;
documentation, shipping and regulation assistance and information; ISO 9000 (internationally rec-
ognized quality standards and practices) training; market data and other services. Only 8 percent of
externally oriented businesses and 5 percent of locally oriented businesses are somewhat or very
familiar with the ITO, and only a handful of small businesses say they have used any of its services.

Overall, externally oriented and locally oriented businesses are about equally satisfied (or dissat-
isfied) with the quality of small business assistance services. Obtaining market information is slightly
more difficult for externally oriented businesses, as might be expected. Both kinds of firms rate the
state’s airport system about equally, too. However, externally oriented businesses are nearly twice as
likely as locally oriented businesses to rate the state’s highway system as poor. And externally ori-
ented businesses are far more likely than locally oriented businesses to rate the presence of entrepre-
neurial role models as poor (40 percent versus 27 percent). Role models can be critical for
businesses looking to expand their markets abroad. The perceived lack of role models for such busi-
nesses may impede Kentucky's ability to increase exports by its small firms.

Businesses do not have to be in urban counties to be externally oriented—in fact, they are
slightly more likely to be located in rural counties. Nor do they have to be large—the average busi-
ness has nine employees, just a few more than other businesses. Externally oriented businesses can
be found in numerous industries—retail, construction, manufacturing, services and wholesale dis-
tributing. One noteworthy difference between externally and internally oriented businesses is that
externally oriented businesses are three times more likely to be owned by someone with a graduate
degree in business (15 percent versus 5 percent). Still, the overall percentage for either group is
small. Despite the fact that there are few prerequisites to being externally oriented, most of Ken-
tucky’s small businesses focus on local markets.

Many of those businesses that are more externally oriented appear to “go it alone.” They do not
know much about state or federal small business assistance programs. They seldom use the services
of the International Trade Office. Less than 20 percent believe they have good entrepreneurial role
models. However, it is an open question whether businesses actually choose to be so independent, or
simply are so because of inadequate knowledge of the services that are available and the firms that
have already begun selling to a national or international market.
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Technology That Meets Market Needs

Informati on technology helps entrepreneurs communicate with suppliers, find market information,
process orders from customers, and do countless other things faster. In addition to accelerating
the pace of business, information technology helps businesspeople make more informed decisions.
In turn, individual businesses and the overall economy are more efficient. Information technology is
also enabling the rapid globalization of the economy. Producers and consumers from the most re-
mote areas of the world are connected as never before, and information technology may have an

even larger impact on business-to-business

TABLE 16 transactions. As €electronic commerce be-

Information Technology Use comes the norm, customers and suppliers
by Kentucky’'s Small Businesses will EXDEC'[ even the smallest businesses to

Use Computer 83.0% conduct routine business electronically.
Use E-mail 29.4% In 'Kentucky, we fpunq that use of in-
formation technology is mixed. More than
Use EDI 12.3% four out of five small businesses use a com-
Use EFT 14.5% puter, but a much lower percentage use e-
Access Internet 1% mail, elgctronlc data interchange (EDI), or
: electronic funds transfer (EFT). Forty per-
Have Web Site 10.4% cent have access to the Internet, and 10 per-
Source: Survey of Small Business Owners, Kentucky Long-Term Policy cent ha\/e a Web Ste on the WOI’ld Wlde

Research Center, 1997 216

Web. " Clearly, many businesses use their
computers strictly for internal functions,
such as database management,

accounting and word processing, TABLE 17

rather than taking advantage of the

How Kentucky’s Small Businesses
computer’'s communications capa- Use the World Wide Web

bilities. Gain rapid access to business, market and 33.7%
What keeps businesses froml| regulatory information :
increasing their use of information | Research competitors 26.4%
technology? By far, busmesse; ttigt Find new markets 25 4%

not use computers most often indicat
that they don't know what kind of Research customer needs 23.3%
hardware or software to use. They| Purchase supplies or services 19.7%
cited this obstacle 50 percent more[ )

0,
often than cost factors. Lack of Find new suppliers 17.1%
knowledge was also the most| Train employees 3.1%
freq.uently cited  problem  for | ger 37.3%
businesses thal ready use ComPUte r?' Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research
They say they have trouble keeping|_center 1997

track of all the new products that are

available. A close second was the amount of time necessary to train employees to use new equip-
ment. In other words, a lack of knowledge, rather than a lack of money, keeps businesses from using
new information hardware and software. Business owners lack knowledge—they don’t know what to
buy—and employees lack knowledge—they don’t know how to use new hardware and software.

216
The reason this number differs so much from our estimate in Chapter 6 that no more than 1 percent of al Kentucky

businesses have a Web site may be due to the fact that our small business survey included only a very small group of all
Kentucky businesses, those with 20 or fewer employees that became subject to Unemployment Insurance in 1995.
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The barriers to technology use may, in turn, adversely affect wages. The statistical model we
used to examine the relationship between wages and local sales in the previous section also sug-
gested that wages are higher in businesses that use computers. The relationship between wages and
computer use is strongest for nonprofessional and nonproduction workers (in other words, every-
body else). According to our estimates, workers in businesses that use computers earn 10 percent to
20 percent more than workers in comparable businesses who do not use computers. This finding is
consistent with other studies reporting that technology use on the job raises the earnings of work-

ers.”’ At least one national study estimates that workers who use computers earn about 10 percent to

15 percent more than workers who do not use computers.218
One of the most exciting new information technologies is the Internet, of which the World Wide
Web is probably the best-known component. The Web will become an increasingly important mar-
ketplace for businesses of al sizes. Businesses
According to our estimates, that currently have access to the Web most com-
. . monly use it to gain rapid access to business, mar-
workers in businesses that use ket and regulatory information. The second most
computers earn 10 to 20 per- common use for the Web is researching competi-
cent more than workers tors. One in five businesses reports using the Web
to purchase supplies or services. Although only 3

in compamble businesses percent use the Web to train employees, that num-
who do not use computers ber will probably grow, perhaps rapidly, over the
) next few years.

Kentucky has taken a number of steps to con-
nect the regions of the state through computer technology. The Kentucky Technology Service and
the Kentucky Innovation Fund are two such initiatives. Both involve the promotion of technology
dissemination and transfer throughout the state. The Kentucky Technology Service was designed to
assist small and mid-sized businesses with “off-the-shelf and specialized technical, productivity,
marketing, and managerial assistance” to become globally compfal%iﬂvm program, which was
funded through a state matching grant and a federal Technology Reinvestment Project (TRP) grant,
employs field engineers to work directly with firms to help them improve productivity. The program
is affiliated with the National Institute of Standards and Technology Manufacturing Extension Part-
nership Program. The proposed Kentucky Innovation Fund is a technology investment fund that will
support research and development of Kentucky’s technological infrastructure. The fund issues grants
and loans for technological development of special importance to Kentucky.

Kentucky's Cabinet for Economic Development works to disseminate EDI throughout Ken-
tucky’s small businesses. EDI is a combination of computer hardware and software designed to link
businesses through the same format for a variety of commercial exchanges, such as orders, invoices,
shipping forms, and other documentation. EDI is also used by the federal government to post federal
contracts that are open for bid.

An initiative to promote technology transfer, that is, the delivery of technological developments
to market, involves work being done by the Kentucky Science and Technology Council, Inc. The
Council was empowered to establish the Kentucky Research and Development Infrastructure, which
consists of two basic research centers and several other applied centers that will work under contract
with Kentucky universities. In addition, the proposed Kentucky Strategic Technology Infrastructure
Fund, a technology investment fund, will support research and development of technologies of spe-
cial importance to the state’s economy. Buttressing the work of the technology fund is a measure

217
Steven G. Allen, "Technology and the Wage Structure," NBER Working Paper #5534, 1996.

218
A.B. Krueger, "How Computers Have Changed the Wage Structure: Evidence from Microdata, 1984-1989," Quarterly
Journal of Economics Feb. 1993: 33-60.

219
Kentucky Cabinet for Economic Development, “Kentucky Strategic Plan for Economic Development: Progress Report,
July 1995,” Frankfort, Kentucky.
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designed to give research personnel in higher education greater opportunity to reap the rewards of

their efforts. Further, the state’s strategic plan for economic development attempts to address this
issue through planned R&D centers across the state that will assist university researchers and faculty
in bringing ideas or discoveries to market.

Abundant Social Capital

Communities make a difference in the development of small businesses. The relationships between
individuals and organizations in a community can significantly influence the success entrepre-
neurs enjoy. Social capital, as defined by Harvard Professor Robert D. Putnam, whoséakiak,
Demaocracy Work, has triggered a national dialogue, is composed of “features of social life—net-
works, norms, and trust—that enable participants to act together more effectively to pursue shared
objectives.320 Higher levels of social capital and trust in a community, both Putnam and Fukuyama
assert, lower business transaction costs. Thus business development confronts fewer obstacles. High-
trust societies, Fukuyama concludes, are far more likely to spawn the businesses and corporations
that enable prosperity.

In many locales, social capital is manifested in a vibrant business community that eagerly extends
its support to new and interested entralts. offers the revitalization of Houston, Texas, as an ex-
ample of how an established business community shepherds new businesses into maturity, contrib-
uting substantially to the dramatic revival of this once ailing urban economy. Houston ranked fourth
in 1996 among the nation’s 200 largest cities in new companies creaded, some attribute its
ascendance to a tightly knit network of business people who readily support and encourage new
business owners.

If social capital is an asset to be drawn upon for economic development, how does Kentucky
measure up? A recent survey conducted by the University of Kentucky Survey Research Center for
the Kentucky Long-Term Policy Research Center suggests that the Commonwealth fares well com-
pared with the nation as a whole in terms of trust. National survey results show that the percentage of
Americans who say they trust others declined from 58 percent in 1960 to 37 percent in 1993. Ken-
tuckians, however, express higher levels of trust. In our 1996 statewide survey, more than 56 percent
of Kentuckians said they trusted people. A report on the force of social capital in Kentucky is forth-
coming from the Kentucky Long-Term Policy Research Center.

While Kentucky appears to have a substantial reservoir of trust, it has not translated into wide-
spread support for small businesses. Indeed, when we asked entrepreneurs in our Survey of Small
Business Owners,Do you believe adequate help with starting and running small businesses like
yours is available in your local community?" rural entrepreneurs in particular found community
support lacking. Only 15.1 percent of rural small business owners and just 18.2 percent of urban
small business owners answered "yes." More significantly, 58.1 percent of rural respondents to this
survey question said "no," compared to 43.3 percent of urban respondents while 26.9 percent of ru-
ral respondents and 38.6 percent of urban respondents said they did not know. Overall, nearly half of
the respondents to this question said no, while only 16.8 percent said yes, and 34.1 percent said they
did not know.

Help at the community level is not only a reflection of the community’s investment in formal
mechanisms for assisting entrepreneurs, such as the local Chamber of Commerce, but also of the
general climate of acceptance, encouragement and support business people encounter. In order to
generate a more supportive context for entrepreneurs, it will be necessary to channel more of our

220
Robert D. Putnam, Making Democracy Work: Civic Traditions in Modern Italy (Princeton: Princeton University Press,
1993) 35.
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Joel Kotkin, “The Best 4 Small-Business Neighborhoods in Amerioe,”15 May 1997
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abundant store of individual trust into community-based organizations and informal networks, and to

cultivate more leaders. By doing so, we will effectively create a more entrepreneurial culture, one

that recognizes, acknowledges and nurtures entrepreneurs—the foundation for robust development
from within.

Public Sector Support

he public sector works to support and facilitate the development of entrepreneurship in countless
but often poorly coordinated and marketed ways. From federal infusions of capital and support
for technical assistance, to the tax policies of municipal and county governments, small business
development and support is a perennial public sector priority. As Tony O’Reilly, Executive Director
of the highly successful Small Business Assistance Corporation in Savannah, Georgia, observes,
public policies now widely support entrepreneurship
Because they are able fo  because the public benefit is so apparent. The de-
r'espond more quickly to \éelop.ment of §mal| businesses, which do not depend
. o eavily upon infrastructure, creates employers—not
changlng market conditions, just jobs, generates tax revenues, lends support and
small firms help stabilize strength to other businesses, and helps revitalize
. . towns. And because they are able to respond more
local economies, a vital 9°a| quickly to changing market conditions, small firms
for rural communities. help stabilize local economiés,a vital goal for
rural communities.

In spite of its importance, no single development
strategy is universally appropriate or successful. Like the nation, states are comprised of numerous
and diverse markets at many distinct stages of entrepreneurial evolution. Each brings assets to the
entrepreneurial equation, as well as liabilities. As a consequence, O'Reilly suggests, the small busi-
ness development process must flow from the political imperative to bring vigorous attention to en-
trepreneurship, to the development of a supportive architecture of public policy. And strategic
planning must preclude program implementation if broad public benefits are to be realized.

The needs of individual communities, markets and regions are unique. Indeed, this uniqueness
may help explain some of the differences shown in Table 14. The state’s bankers were asked if their
institutions work with nonprofit, governmental or quasi-governmental agencies when putting loan
packages together for small businesses and staﬁfu'mese results show that eastern Kentucky
banks are muchore likely to work with nonprofits, bankers in western Kentucky and in the urban
triangle are muchess likely to work with state-affiliated regional agencies, and bankers in the south
central region are mucimore likely work with other state agencies. Clearly, the roles of govern-
mental agencies and their relationships with local banks with respect to entrepreneurial development
are quite different across Kentucky’s regions. These differences assuredly reflect the unique charac-
teristics of the regions as well as the institutions involved.

222
Tony O'Reilly, “Introduction,”Entrepreneurial and Small Business Development Strategies (Washington: The National
Council for Urban Economic Development, 1997).

223 .
O'Reilly.

224
Banker survey (Q-17).
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Because the needs of communities are unique, it is widely argued that the public sector’s role in
development must become far less restrictive and centralized. Perhaps the only characteristic of

TABLE 18
Has your institution (bank) worked in collaboration with any of
the following funding sources to put together financing packages for

Affiliated Area Other
Regional Development State Sample
Nonprofits Agencies Districts Agencies Size (n)

Entire Sample 19.5 16.1 48.3 29.9 87
Rural 204 18.5 55.6 31.5 54
Urban 14.8 3.7 29.6 25.9 27
West Region 14.3 0 64.3 28.6 14
South Central 21.7 21.7 60.9 43.5 23
Eastern Kentucky 35.7 35.7 57.1 14.3 14
Urban Triangle 9.1 0 18.2 18.2 22
Source: Banker survey, Kentucky Long-Term Policy Research Center, 1997

public sector support for entrepreneurial development about which wide agreement exists is the need
for flexibility. As we suggest irReclaiming Community, Reckoning with Change, development is
ultimately a producénd an ongoing process of capacity building at the local [évelow and what

must be done can best be determined by those closest to the need for development. Rather than as-
suming direction of local initiatives, state government is increasingly providing funding for locally
directed initiatives, serving only as a facilitator or a technical assistant to those efforts.

The public sector, however, can help build entrepreneurial capacity in a number of ways. Even
the most fervent of free marketers, for example, urges public sector support for a well-developed
physical infrastructure and quality educational institutions at every level. Beyond these fundamen-
tals, public sector support for entrepreneurs includes technical assistance, financial assistance rang-
ing from loan guarantee programs to venture capital funds, and, in some locations, the development
of low-cost business space or incubators where support staff help nunage yasinesses into ma-

turity.
FIGURE 26 As Figure 26 illus-
Where do you send entrepreneurs for help trates, bankers often

with developing their business plans or their businesses? | Send entrepreneurs to
public sector organiza-

tions for help with
13.6% business development.
17.0% Yet, the results of our
17.0% Survey of Small Busi-
Chamber of Commerce ness Owners show that
US SBA 36.4% these entrepreneurs

Accountant%m,s% raretly go '[(? pub|IC
SBDCE?Z?% sector agencies or or-

ganizations when they

None of the above h 2.3% .
} . need help. Figure 27
0% 10% 20% 30% 40% 50% 60% 70% 80% | shows that only about 2
Percent of Bankers Saying Yes percent Sought he|p
Source: Kentucky Long-Term Policy Research Center, banker survey, 1997 .
Note: The number of respondents is 88 banks. from the Cablne': for

Economic  Develop-

Other

KY Cabinet for Economic Dev.
Community College

Other Small Business Owners

225
Micha Smith-Mello, Reclaiming Community, Reckoning with Change (Frankfort: Kentucky Long-Term Policy Research
Center, 1995).
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ment and only around

7 percent went to the FIGURE 27
U.S. Small Business In preparing to start this business,
Administration.” did you receive help from any of the following sources?

These entrepreneurs

are much more Ilkely KY Cabinet for Economic Dev.

to seek he|p from an- Community College

other small business Chamber of Commerce

owner or an account- US SBA

ant. Clearly, the rela Co-Workers 8.20%
tively low percentages SBDC 10.1%

reflected in Figure 27 Other 10.9%

show that the respon- Other Small Business Owners 22.1%

dents to this survey are Accountant | | 28.4%

not Very ||kdy to seek None of the above % 38.7%
help from the public 0:% 5:% 10l% 15:% 20l% 25:% 30l% 35l% 40l% 45l%
sector, despite the Percent of Entrepreneurs Saying Yes

pr esence of a hUge Source: Kentucky Long-Term Policy Research Center, Survey of Small Business Owners, 1997
array of programs and Note: The number of respondents is 476.

agencies whose sole
purpose is to help po-
tential and existent entrepreneurs.

This low use of public agencies raises an interesting question about the role government playsin
promoting small business and entrepreneurial development. Why are these entrepreneurs unlikely to
seek help from the public sector? First, they frequently see government as an obstacle. When asked
to identify the most significant obstacle to launching their business, 31 percent of the respondents to
our 1997 Survey of Small Business Owners said “government red tape” (see Figure 19), which ranks
second only to “financing” (35 percent). In fact, when askedhére anything state government did
when you were starting this business that made the process more difficult for you?" an alarming
32.7 percent said, “Yes.” Of the nearl

one third who said state government FIGURE 28
made it more difficult for them to star The Role of State Government
their businesses, 42.9 percent mep- in Business Start-Ups

tioned “unnecessary regulations,” 29.3 100% -
percent said taxes are too high, 224 90% - WYes
percent cited “lack of information,” or| ~ 80% ONo ,
“not enough assistance,” and 5.4 per- ;822: I
cent said “other.” By comparison 50% 4
when asked‘ls there anything state 40% -
government did when you were start-  30% -
ing this business that made the process 20% -
easier for you?'only 8.5 percent said, 10% ~
“Yes.” Finally, when asked to assess
the responsiveness of governmept
agenCieS to the needs of entrepreneUrSource: Kentucky Long-Term Policy Research Center, Survey of Small Business Owners,
as “good,” “fair,” or “poor” (see Table| ***

91.5%

32.7%

Made Process Easier Made Process Difficult

20 William Federhofer, District Director for the SBA, observes that the main reason this percentage is so low is because the
SBA does very little direct assistance with business owners or prospective business owners. The SBDC and SCORE
programs are the counseling and training programs of SBA that provide the direct assistance to those populations. Moreover,
SCORE was not listed as an option to this question. In FY 97, SCORE counseled 2,048 clients and the SBDC counseled
2,604 in Kentucky.
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7), 10.6 percent rated them as “good,” 47.6 percent think they are “fair,” and 41.8 percent assert they
are “poor.”

Another problem is that entrepreneurs apparently do not know about all the programs designed to
support and help them. We asked the respondents to the Center’s Survey of Small Business Owners

TABLE 19
How familiar are you with the programs and services to small business

provided by these organizations and agencies?
percent of respondents

Very Somewhat | Somewhat Very Sample
Unfamiliar Unfamiliar Familiar Familiar Size
Service Corps of Retired Executives 55.7 13.2 23.8 7.3 463
(SCORE)
U.S. Small Business Administration 41.3 20.1 30.1 8.4 462
Small Business Development Centers 62 15.7 16.2 6.1
Kentucky Cabinet for Economic 69 15.6 12.6 2.8 461
Development
International Trade Office 86.9 8 4.3 0.9 464
Blue Grass State Skills Corporation 91.6 6.3 1.5 0.6 462
Business Information Clearinghouse 86.8 8 4.1 1.1 463
Procurement Assistance Branch 91.1 5.8 2.4 0.6 462
Business & Technology Branch 91.5 6.3 1.3 0.9 460
Commonwealth Small Business 86.5 8 3.7 1.9 465
Development Corporation
Source: Kentucky Long-Term Policy Research Center, Survey of Small Business Owners, 1997

to indicate their familiarity, or lack thereof, with a variety of programs and services designed to sup-
port them: Table 15 shows the results of the survey. It shows that “very unfamiliar” gets the high-

est percentage of responses for each of these programs and services. And in most cases, the second
highest rate of response is seen in the “somewhat unfamiliar” category. For example, 84.6 percent of
these entrepreneurs indicated that they were either very unfamiliar or somewhat unfamiliar with the

Kentucky Cabinet for Eco-
FIGURE 29 nomic Development, the
An Assessment of Government Responsiveness primary state agency re-
to the Needs of Entrepreneurs by Familiarity sponsible for creating new
60% - with Various Support Programs jobs and new investment in
50.9% the state.
50% A 4.7% 44.7% Is the lack of familiarity
g 40% 4 [0 Low Familiarity 38.6%] with these public sector
% B High Familiarity programs the factor that
T 300 - accounts for entrepreneurs
g giving governmental agen-
B 20%1 o cies such low marks for
10% 10.5%10.6% responsiveness  to their
_. needs? The results illus-
0% T T trated in Figure 29 would
Good Fair Poor suggest that lack of famili-
Source: Kentucky Long-Term Policy Research Center, Survey of Small Business Owners, 1997 arity does not account for
Number of Responses=359 these low marks. This figure

= Small business survey (Q-12): How familiar are you with the programs and services to small business provided by the

following entitites? Small business survey (Q-13): How familiar are you with the following programs of the Kentucky
Economic Devel opment Cabinet?

228

Recall that when asked to assess the responsiveness of government agencies to the needs of entrepreneurs as “good,”
“fair,” or “poor,” 10.6 percent rated them as “good,” 47.6 percent think they are “fair,” and 41.8 percent believe they are
“poor.”
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shows that even entrepreneurs with high familiarity229 with these programs and services are no more

likely to rate them as “good.” In fact, these results seemgdgest that thepposite is true: entrepre-
neurs with high levels of familiarity are more likely to rate the responsiveness of governmental agen-
cies as “poor.”

Clearly, these survey results show that governmental agencies need to market their programs and
services more effectively so that entrepreneurs and small business owners know about them. How-
ever, this is not enough. With only one out of ten respondents to the small business survey assessing
governmental responsiveness to their needs as “good,” it would appear that these agencies are gener-
ally not well attuned to the needs of Kentucky’s entrepreneurs and small business owners.

An area of public sector support that research shows is quite effective in nurturing small busi-
nesses is small businassubators. The best of these publicly owned facilities provide nascent busi-
nesses with low-cost space, access to shared business equipment and services, and guidance from
experienced staff in key areas of business development. A recent study by a research team from the
University of Michigan, the National Business Incubation Association, Southern Technology Coun-
cil and Ohio University finds that small business incubators offer public investors big returns. Based
on a survey of 126 firms that entered incubators between 1990 and 1996, the research team found
that the average firm had increased sales by 400 percent since its entry into the incubator and in-
creased jobs from 4.5 to 13. The study also found that the average cost per job created by business
incubators was $1,109, a remarkable bargain compared with the per-job price tag often attached to
industrial recruitingz.go Indeed, the per-job cost is comparable to the very best public works projects
funded by the Economic Development Administration (EDA) and three times better than the aver-
age, according to John Fieser, an economist with the Research and National Technical Assistance
Division of EDA”" A component of the study that examined the economic impact of 23 firms in the
study found they yielded a $4.96 return for every public dollar invésted.

2 For each of the 10 programs and agencies listed in the small business survey under Q-12 and Q-13, the entrepreneur was

given a 1 for “very unfamiliar,” 2 for “somewhat unfamiliar,” 3 points for “somewhat familiar,” and 4 for “very familiar.” If

the entrepreneur circled “very unfamiliar” for all 10 programs, they received a total of 10 points. Conversely, if they
indicated they were “very familiar” with all 10 programs, their total score was 40 points. The median and mean values for
this new variable is 12 points. So, if an entrepreneur got 12 or less they are considered to have low familiarity. Otherwise, a
score greater than 12 is considered high familiarity. Of the 533 respondents to the survey, 56.3 percent are defined as “low
familiarity” and 43.7 percent as “high familiarity.”
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Sally Hayhow, “More Bang for the Buck! Business Incubators Found to be Very Effedaggdhal Forum (Southern
Technology Council) Fall 1997: 6.
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As illustrated, Kentucky has only four established incubators though others, including one in
Louisville and one at Kentucky Highlands Investment Corporation in London, are being launched.
The technical assistance that incubators such as these provide ranges from evaluations of business
ideas to hands-on training and guidance with business e

plan development, financing, marketing, produpt q§vd- I INCUBATORS IN I

opment, and management. Programs that help individu-

as assess and develop their entrepreneurial potential, I KENTUCKY I

many argue, make an important contribution to the econ- I

omy—even when individuals opt not to go into busine Ashland

Such programs, which now include some welfare rec Asnland Business Center |

ents, help prevent business failures, loss of income |

unnecessary debt, and facilitate movement into tr Highland Heights

tional employment. Further, front-end technical as | Small Business |ncubator of |

tance appears to improve the viability of small firms a Northern Kentucky |

enable higher loan repayment rates. David Main, Pr | |

dent and CEO of the Hamilton County (Ohio) Develo Louisville

ment Company Inc., which is rated among the top 2 LCDB Enterprise Group |

the nation, reports that since shifting to an emphasi |

front-end technical assistance, the agency has ha Paducah

loan defaults.’ | PaducalyMcCracken |
The results of our survey suggest that the Comm Small Business Center, Inc. |

wealth may have an insufficient level of front-end te |

nical assistance to enable entrepreneurial developnmE —~  source National Business Incubator Association

Further, available assistance is poorly marketed ahd,
according to entrepreneurs who are familiar with it, less than satisfactory, a circumstance that rec-
ommends reevaluation of how these services are structured, delivered and marketed.

3
David Main, “Providing Technical AssistancePntrepreneurial and Small Business Development Srategies
(Washington: The National Council for Urban Economic Development, 1997).

69



Entrepreneurs and Small Business—Kentucky’s Neglected Natural Resource

Outcomes—Entrepreneurial Products

nor the quality we would hope for. Instead, the state’s performance by a number of traditional

measures is anemic at best. As we noted previously, however, the rural character of our state
and the resultant dilution of resources blur the portrait of made-in-Kentucky entrepreneurship. Be-
cause, among other things, urban populations are more educated, enjoy significantly higher earnings,
and form far more businesses, the Commonwealth’s poor overall performance by a number of meas-
ures is a reflection of the historic weaknesses of rural economies. Nevertheless, the products of
Kentucky’'s comparatively weak inputs suggest real promise. Here we examine some traditional out-
comes and explore the impact of the rural character of our state on selected measures.

By many aggregate measures, the products of Kentucky entrepreneurship are not of the quantity

Income

Perhaps the most significant measure of the outcomes of a state’'s economy is its ability to produce
results in the lives of its citizens. Between 1994 and 1996, median household income in Kentucky
rose at the third fastest pace in the nation (7.2 percent), but historic and persistently high rates of
poverty dilute the impact of even high rates of growth. Only nine states, including neighboring Ten-
nessee ($30,327) and West Virginia ($25,270), reported lower three-year averages for median
household income between 1994 and 1996 than Kentucky ($363,442(§).previously noted, the
poverty rate declined by less than a percentage point between 1995 and 1996. While this represented
a decline from a three-year average of 17.9 percent between 1993 ahd th9%3.0 percent in

1996, the rate was exceeded or matched by only six other states and the District of Columbia, ac-
cording to the U.S. Bureau of the Cendu3o close the economic gap between Kentucky and other
states, it will be necessary to continue high rates of income growth, a goal that makes entrepreneurial
development key to the state’s future.

Seedlings

he numbers of self-employed individuals, nonfarm proprietorships and business establishments

also help gauge the entrepreneurial vitality of a state’s economy. Though none of these are syn-
onymous with entrepreneurs and the data exclude farmers, they serve as reasonable indicators of
entrepreneurial energy. Self-employed individuals and nonfarm proprietorships, for example, repre-
sent what the Kentucky Science and Technology Council terms the entrepreneurial supply market or
the seedlings of new enterprises. These are typically very young firms with no business plan or in-
stitutional sources of capital. Many self-employed individuals work from their homes, more than 4.1
million nationally.237 Though they ordinarily serve local markets exclusively and do not offer sub-
stantial potential for expansion, growth in their numbers may indicate the entrepreneurial vitality of a
state. If the climate is conducive to entrepreneurship, the number of people willing to accept the risks
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U.S. Bureau of the Census, March 1997 Current Population Survey (Washington: U.S. Department of Commerce, 1997).
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U.S. Bureau of the Census, Poverty in the United States: 1995, Series P60-194 (Washington: U.S. Department of

Commerce, 1996).
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U.S. Bureau of the Census, Annual Demographic Survey, March Supplement (Washington: U.S. Department of

Commerce, 1997).
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Bureau of Labor Statistics, “Work at Home in 1997” (News Release), U.S. Department of Labor, Washington, DC 11
Mar. 1998.
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of running their own microenterprise, it would seem, multiplies. As illustrated in Figure 30, the
number of self-employed individuals in the United States has been steadily increasing since the late
1960s.

The number of self-employed workers in Kentucky, asillustrated in Figure 31, is estimated to be
comparable to those in surrounding states. As shown, Ohio, Virginia and West Virginia have more
self-employed workers per 1,000 population, an outcome that suggests mixed interpretations of these
data. While Virginia and Ohio have successful
entrepreneurial economies, West Virginia's

FIGURE 30 high population of self-employed workers may
U.S. Self-Employed Workers, 1963-2005 L
be a consequence of limited employment
15 1 opportunities.
Accordingly, an important caveat about
10

self-employed workers should be noted. Carlos

Craycraft, a labor market analyst with the
51 Division of Employment Services, observes

that it is generally theorized that a robust
0 S . S S A —

economy such as today's attracts more
1963 1968 1973 1978 1983 1988 1994 2005* . ..
individuals to formal employment
opportunities. Conversely, economic downturns
force more individuals to generate income
through self-employment. The frequently
informal or off-thebooks nature of self-employment complicates the already difficult task of cap-
turing data about these individuals. Consequently, Craycraft terms estimates of the self-employed in
Kentucky as less than reliable. Ironically

Millions

Source: USSBA, US Department of Labor
*Estimated

— -
]

according to Craycraft, at a time when se FIGURE 31
employment is increasing nationally, the Self-Employed Workers, 1995
Bureau of Labor Statistics, to which the  45- (per 1,000 population) 415

Division of Employment Services reporty, 491 o 32
has established no new methodology fpr 357297 303 306 311

. . K 30
collecting data about this important 251
employment sector to replace one that is ho 20
longer used. Employment Servicgs 154
estimates that Kentucky's self-employed 1°1
population increased 4.6 percent betwegn g:

D

1994 and 1996, from 123,679 to 129,40pb. TN MO KY NC L N OH VA Wy
Howeve r’ th € S mal l B USi ness Ad I Source: Kentucky Long-Term Policy Research Center Analysis of
ministration estimates the state’s 1996 self- s and Bureau of the census Data
employed population at 113,000.
Total nonfarm proprietors’ income in Kentucky was among the lowest in the southeast region
and among surrounding states in both 1994 and 1995, according to the Bureau of Economic Analy-
sis. Only Mississippi and South Carolina in the Southeast and surrounding states West Virginia and
Missouri registered lower nonfarm proprietors’ income levels in 1995. However, Kentucky’s rate of
growth in nonfarm proprietorship income between 1994 and 1995 (8.6 percent) exceeded the na-
tional average (8.0 percent) and was ranked 19th natic?sr?aﬂgain, the state’s relatively low in-
come levels are reflected in proprietorship income, just as they are in virtually every measure of
economic well-being in the Commonwealth. So long as incomes are diminished, the proprietors of
small businesses and microenterprises can expect their earnings to be adversely affected. In short,
dramatically reducing poverty is in everyone’s best interest.
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USSBA, "Small Business Economic Indicators," online, USSBA Office of Advocacy, Internet, Aug. 1997.
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fairly steady stream of new firms has emerged annually in Kentucky, ranging from a low of

7,406 in 1985 to a high of 9,078 new firms in 1995. Between 1994 and 1995, the number of
new firms increased by 12.6 percent, ranking seventh in the nation, according to the SBA’s Office of
Advocacy, a growth rate in which the Corporation for Enterprise Development sees strong develop-
ment potentiaﬁ9 According to recent SBA figures, in addition, Kentucky ranks 44th in the number
of new firms per 1,000 population. To many, these SBA figures confirm Kentucky’s inability to cre-
ate, nurture and grow high-performance companies. However, if we rank the number of new firms
per 1,000 urban population, Kentucky moves from 44th to 23rd.

While Kentucky ranked 13th nationally in the percent of change in small business bankruptcies
between 1994 and 1995, 11 states experienced essentially the same .6 percent rate increase, which
was below the national average of .8 percent. Over the course of the 1985-1995 decade, according to
SBA, bankruptcies among Kentucky small businesses have essentially been cut in half, from 997 in
1985, to just 473 in 1995. Business failures in Kentucky have seesawed somewhat over the last dec-
ade, from 983 in 1985, to a high of 1,234 in 1991, to a low of 322 in 1993. Between 1993 and 1994,
they more than doubled but dropped again in 1995 to 663, for a ranking of 34th in the percent
change in business failures between 1994 and 1995. Further indication of rising business stability is
seen in the number of business terminations in Kentucky, which reached a decade low of 9,307 in
1995, compared with 10,385 in 1985, and a high of 11,276 in 1990.

Initial Public Offerings

hose enterprises that accumulate sufficient capacity to make an initial public offering (IPO) of

stock in their companies are able to achieve very rapid growth. But IPO data is, at best, an im-
perfect measure of a state’s entrepreneurial capacity. As Harvard Professor and MACED’s Innovator
in Residence Greg Dees observes, a measure of self-selection is involved based on the growth ob-
jectives of a firm. The very nature of some businesses precludes the need to go public in order to
generate capital to finance growth objectives. Additionally, IPO data by states in which firms are
incorporated rather than headquartered, for example, may be primarily a reflection of the tax and
regulatory environment of that state, rather than its entrepreneurial capacity. Indeed, only a tiny
fraction of some of the fastest growing companies in the nation opts to go public. Most simply never
become large enough to issue an IPO while others choose to remain private.

In 1996,Inc. magazine published a progress report on its 1985 cldss.&00 firms, an anu-
ally compiled list of the fastest growing U.S. firms. Among the 1885 500, 48 percent of the
firms were still privately held, but only 6 percent had gone public even though these select firms
were far more likely to go public than the average U.S. 2ﬁorriihough only a small percentage of
the 1985Inc. 500 class went public, those firms that did—including Microsoft—enjoyed dramatic
growth, growing by $18.9 billion in revenues and creating almost 60,000 nev@“jdﬁearly,
publicly traded growth companies are, as the Louisville Area Chamber of Commerce observes,
powerful engines of economic growth. Their presence serves as a measure of a state’s success in
creating and supporting successful entrepreneurial ventures. In 1993 and 1994, according to the
Securities Data Company, the United States had $70 billion of initial public offerings, as much as in
the previous six years combined.
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USSBA, "Small Business Economic Indicators.”
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Martha E. Mangelsdorf, “The Startling Truth About Growth Companies,”15 May 1996: 84-91.
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The recent contributions of companies headquartered in Kentucky, however, have been some-
what anemic. Between January 1, 1993, and December 31, 1995, only 6 companies headquartered in
Kentucky went public compared with 31 in neighboring Indiana and 54 in Tennessee.” However,
when examined in light of Kentucky's “ruralness,” a far less damning performance emerges. As
shown in Figure 32, a simple comparison
of total numbers finds Indiana with five
times and Tennessee with nine times

FIGURE 32
Initial Public Offerings, Kentucky and Selected

States, Total and Per Million Urban Population, more IPOs than Kentucky between 1993

1993-1995 and 1995. However, after controlling for

60 54 the  Commonwealth’s  high  rural

50 population, the differences narrow
40 considerably. Indiana had 2.3 times and
31 Tennessee has 4.8 times as many IPOs

30 during the given time period. More
15.4 recently, however, Goetz and Freshwater

20 | .

6 25 report for the Kentucky Science and

10 i - Technology Council that Kentucky

O:—|i_| ranked 17th in the nation in critically

Ky N ™ important technology-sector IPOs per

— : million persons during 1996 and 1997.

HTotal OPer Million Urban Population Importantly, onIy 23 states reported at

Source: Kentucky Long-Term Policy Research Center Analysis of data least one flllng for teChnOlOgy IPOs
from Louisville Chamber and Bureau of the Census during thlS tlme perioa‘s

242

Louisville Area Chamber of Commerce 7.
243

Goetz and Freshwater.

73



Entrepreneurs and Small Business—Kentucky’s Neglected Natural Resource

Inc. 500 Companies

Since 1982, Inc. magazine’s annuahc. 500 list has provided a compendium of the nation’s fast-

est growing firms ranked by their rate of growth. Again, this widely used measure of entrepre-
neurial capacity is less than perfect because significant self-selection is involved. Companies apply

K ENTTUCIK Y

The 1997 Inc. 500
# 42

Wyncom, Inc.
Lexington, Kentucky

5-Year Track Record:
3100% growth
Revenue: $1.2 million>$41.5 million
Employees: 12>100

# 160

Lexington, Kentucky
Provides computer software consulting services.
5-Year Track Record:
1300% growth
Revenue: $.5 million>$7.4 million
Employees: 9>24

# 237

Accent Systems, Inc.
Nicholasville, Kentucky
Provides system integration services.
5-Year Track Record:
1000% growth
Revenue: $.6 million>$7.7 million
Employees: 8>26

# 331

Dippin’ Dots, Inc.
Paducah, Kentucky
Makes novelty ice cream products.
5-Year Track Record:
800% growth
Revenue: $1.2 million>$11.7 million
Employees: 30>65

Source: Inc. Magazine

Provides educational and professional development services.

Software Information Systems, Inc.

for inclusion on this annual "who's who list"
of entrepreneurs, and the information they
submit is independently verified by certified
public accountants who review tax records
and other documents. Furthémg. looks only

at the growth rates of independent, privately
held firms that had a minimum base of sales
revenue five years prior to the list's
compilation. In 1997, for example, applicant
firms were required to have 1992 sales of
$200,000.

Firms that seek inclusion on the annual
Inc. 500 list may do so to heighten their
presence in the marketplace and broaden their
customer base or, perhaps more importantly,
to attract capital from venture firms or other
investors. Some firms, like Tekno in Cave
City, which designs and builds automated
manufacturing systems, and Louisville-based
Tova Industries, which manufactures de-
hydrated food products, have made multiple
appearances on tHec. 500 list. But many
high-growth companies simply never bother
to apply for recognition of their high-growth
status.

In spite of its limitations, thénc. 500 list
indicates the aggressiveness of the
entrepreneurial  community in a state.
However, the aggregate number of
appearances on ttec. 500 list tells us little.
The number of appearances is a reflection of
a state’s population and, we find, the level of
urbanization of its population. In an analysis
of Inc. 500 firms in all 50 states, we found a
strong bias toward urban centers. Indeed,
there is an almost perfect correlation between
a state’s level of urbanization and how many
Inc. 500 companies it has (r:D.92ﬁ.

Kentucky not only has a far smaller
population, it is a far more rural state than the

244
We did not include California in the analysis because it is an egregious outlier. If California is included, however, the
correlation (Pearson'’s r) is still quite high at 0.85. The numbberco500 companies is the average numbdnof 500s in

the state during 1984, 1989 and 1994. The population number is the average from 1985, 1989 and 1993. The percentage

urban is the average from 1980 and 1992.
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larger community of states surrounding it. Only West Virginia has a smaller population and a smaller
portion of its population living in metropolitan areas, 40.8 percent versus 48.5 percent in Kentucky.
By contrast, neighboring Ohio (11 million; 81.3 percent urban) is among the most populous and
most urban states in the nation. In the Southeast, only Florida is more popul ous and more urban than
neighboring Virginia (6.4 million; 74.2 percent urban). The sheer volume of high-growth Virginia
firms appearing on this annual list serves to illustrate the magnetic power of urban centers, in this
case, the Washington, DC, metropolitan area where a substantial portion of thd rstat®8 firms
are based.

Figure 33 compares tHac. 500 performance of Kentucky firms with that of firms in selected
surrounding states in light of metropolitan population. As shown, the wide disparity indicated by
totals alone disappears completely when these data are controlled for urban population. Indeed, these
data suggest that Kentucky possesses strong entrepreneurial capacity. Consequently, a measure often

used to illustrate Kentucky’s
entrepreneurial weaknesses reveals a ffar
different picture, one of considerable FIGURE 33
p ! i - ; I Inc. 500 Firms, Kentucky and Selected Surrounding
strength, when examined in light of States. 1982-1995

urban population.

As in the rest of the nation
Kentucky's Inc. 500 firms have been
concentrated heavily in the state’s urbg
triangle formed by Northern Kentucky
Louisville, and Lexington. Given the
strong urban bias of thinc. 500, the
inclusion of such firms as Tekno in CaV,
City (1994, 1995 and 1996), Haltof
Company in Glasgow (1995), whicli
designs and manufactures ventilatid
hoods for commercial kitchens, an
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Source: Kentucky Long-Term Policy Research Center
analysis of Inc. Magazine and Bureau of the Census data

Dippin’ Dots in Paducah (1996, 1997

which manufactures novelty ice cream products, shows entrepreneurial strength in regions generally
underrepresented on this annual list. Consequently, Kentucky’'s show of entrepreneurial strength in
what would ordinarily be regarded as unexpected places, namely rural areas, may suggest enormous
potential.
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Conclusion

small business-dominated economy, which is enjoying increased stability and growth in to-

day’s robust national economy. In order to capture more of the Commonwealth’s develop-
ment potential, sustain recent rates of income growth and broaden its impact, it will be necessary to
enhance the entrepreneurial capacities of individuals and communities. To do so, Kentucky must
substantively improve the critical raw material of entrepreneurial development in this state. The
preparation that educational institutions at all levels provide for the era of entrepreneurship in which
we live, for example, is key to the ability to generate innovation and execute ideas. Moreover, our
focus on services that are key to the cultivation and development of entrepreneurs and small busi-
nesses must be broadened.

Ultimately, we must fashion a development policy that not only recognizes the vital role that de-
velopment from within plays in the economic health of our state but also works on a range of fronts
to advance it. Through efforts that combine local, regional and state resources, we can liberate more
innovative ideas, nurture them into fruition, create jobs in unexpected and unlikely places, and raise
income throughout the Commonwealth. These efforts are especially likely to be of benefit to rural
communities, for which too many leaders see migration to urban centers as the only solution to eco-
nomic woes.

A rguably, the current pace of income growth in Kentucky is attributable to the state’s diverse,
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Entrepreneurial Development

Theroad up and the road down is one and the same.
Heraclitus, c. 540 - c. 480 B.C.

selves to its unceasing consequences, or we can, as Heraclitus suggested, take the road up. To

prosper in the years ahead, we cannot view change solely as the unsettling and uncomfortable
force it often is. Rather, we must see in it the chance to transform our economy, to repair its inequi-
ties and to create enduring prosperity. Regardless of the sector in which we work—public, private or
nonprofit—we must wrest as much public good and private profit from change as is possible. To do
so, we must anticipate what lies ahead. We must, as Peter Drucker suggest995% lisok | nno-
vation and Entrepreneurship, listen carefully, ask questions, watch for opportunities and act nimbly
and quickly when they appear. In short, we must become more entrepreneurial in all that we do.

Here we look at but a few of the trends that will influence our ability to cultivate an entrepreneu-

rial economy in Kentucky. They include larger economic and demographic trends that are well un-
derway, the expansion of the World Wide Web, and a rising commitment to microenterprise
development.

Change offers us a choice. We can rail against it or make it work for us. We can resign our-

"The Future That Has Already Happened™-

effect on our future. About what lies ahead, some things are virtually assured. Global trade—

for better or worse—will continue to exert profound influence on our lives. The intense
competition it has fostered will continue to force organizational rethinking and restructuring, which,
in turn, will scatter more people into the marketplace and will likely continue fueling the trend of
decentralization now so evident in employment patterns. A growing number of responsibilities once
assumed by employers, from retirement planning to health care choices, are being transferred to
individuals, creating entrepreneurial opportunities and compelling individuals to bring a new level
of personal engagement and knowledge to life choices. Central to the challenge of development is
preparing people for these new demands through workforce training and education that will enable
ready adaptation to change.

All the while, technology will continue to produce dramatic, even revolutionary change. Re-
gardless of where we live, it will alter virtually everything in the world around us, as certainly as it
created the World Wide Web of communications that now knits the planet together. Gradually, this
web will become the marketplace of the world, just as the tools driving it have become the engines
of our economy. Computers are the field of a remarkable 36 percent of the fastest growing compa-
nies in the United States as identifiedIbg. magazine for its 199Fhc. 500 list; another 9 percent

q s Drucker suggests, some forces that are already very much with us will have a predictable
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Peter F. Drucker, “The Future That Has Already HapperiéatVard Business Review Sept.-Oct. 1997: 20.
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are in telecommunications.” Today, many argue that information technology will fuel virtually
limitless economic growth in the years to come, spreading prosperity and advancing human devel-
opment at a remarkable pace. Clearly, information technology is democratizing entrepreneurship,
extending the possibility of business ownership and success to al who bring creativity and innova-
tion to the marketplace.

Because more and more businesses, large and small, rely on access to a high-quality technology
and communications infrastructure, it has become as central to the work of development as high-
ways and water and sewer lines, particularly in those rural areas that are often left behind. Indeed, a
state-of-the art electronic infrastructure opens a window to new markets, ideas and innovations,

competitive sources of supplies and serv-
. . ices, cost-saving electronic exchanges,
As Baby Boomers move into their and more. Furth%r, it alows many rgral

retirement years, they will create new  enterprises to become playersin the larger

economy despite the "distance penalty”

consumer demands as well as often imposed by traditional physical in-
entrepreneurial opportunities  frastructure.

Like globalization and technological

to meet them. advancement, widely anticipated demo-

graphic changes will continue to alter the

face of our population, as well as the circumstances of our lives. In turn, business will also change.

As Baby Boomers move into their retirement years, they will create new consumer demands as well

as entrepreneurial opportunities to meet them. At present, unexpected population growth due largely

to migration into Kentucky, particularly among retired natives of the state, and sustained economic

health, are buoying even rural economies.

If the return-of-the-native demographic trend holds, it bodes well for entrepreneurial opportunity
throughout much of Kentucky. Retirees as well as other demographic groups are creating new mar-
kets in the state, a possible forerunner of the “demographic Balkanization” University of Michigan
Professor William Frey predicfg. Frey suggests that regions will become magnets for particular
demographic groups, creating distinctive marketplaces and business opportunities. As examples, he
suggests already emerging multilingual immigrant ports and locales that attract “middle-class do-
mestic relocators seeking more suburban family Iifestffaea"regional identity that parts of Ken-
tucky have arguably already assumed. As distinct regional identities emerge, market demands
unique to the socio-economic status of their residents will increase as well, creating identifiable
business niches and opportunities. Indeed, many advise would-be entrepreneurs to look first to their
home community for business ideas.

Because older, less risk-inclined people are generally not likely candidates for entrepreneurship,
Kentucky’'s aging population might be expected to dilute entrepreneurial energy. But the dynamics
of aging are changing. Older citizens are more educated, in better health and more active than ever
before. While the vast majority (82 percent) of 198d. 500 CEOs were under 50 years of age, 13
percent were between the ages of 51 and 60, and 5 percent were 61 2(“)gr,@idemployment pat-
terns continue to decentralize, the replacement population of youth declines nationally, and more
shortages of skilled workers emerge, the knowledge and experience that older citizens bring to the
marketplace are likely to become increasingly valuable commodities. Aided by the benefits of ac-
cumulated wealth and skill, more older citizens are likely to assume entrepreneurial roles in the
years to come. Still others, the Kentucky State Data Center finds, are remaining in or returning to

“ Inc., “A Statistical Tour.”

“ Altobelli and Hopkins, “The Next Big ThingsThe State of Small Business 1997 (Inc. Magazine): 146.
e Altobelli and Hopkins.

“ Inc., “A Statistical Tour.”
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the labor force beyond retirement age due to the inadequacy of retirement provisions,250 atrend that

is likely to persist and broaden. RAND demographer Peter Morrison predicts, “The elderly will live
much longer lives—outliving their retirement savinésé.lfor many, entrepreneurial ventures will
supplement retirement income.

In addition to the aging of our population, the growing predominance of time-pressed, two-
wage-earner households is expected to continue driving a high demand for products and services
that enable greater convenience. Eating and drinking establishments are predicted to create more
than 1,000 jobs a year in Kentucky between 1994 and 2005 for waiters and waitressés alone.
Many of these low-wage, service industry workers will join the lower half of an economically di-
vided population that has emerged, with a “cost-is-no-object” group on one end and a “cost-is-the-
object” group on the other. Consequently, entrepreneurs who create desirable,andigostly
products and services will likely find a market. At every income level, however, consumers will
continue to make more refined decisions, enabled by information and motivated by the desire for
products of quality that will last. Cost and quality will matter more and more.

Our willingness to understartdese trends and many other forces influencing our fiztdeo
respond to them nimbly will ultimately determine whether Kentucky lifts itself out of a century-long
tradition of economic disadvantage or remains anchored to a past of poverty and underdevelopment.

250
Charles Wolfe, “Lack of Money Keeping More Older People in Work Foiite'Lexington Herald-Leader 24 Oct. 1997:
B4.
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Altobelli and Hopkins.
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Employment Services 12.
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Doing Business on the World Wide Web

erhaps the most important innovation for business in the 1990s is the World Wide Web. It liter-
P ally did not exist a decade ago, but furious competition among information technology compa-

nies has led to rapid improvements in the capabilities of the Web. Today, users can view live
video, listen to live audio, exchange information and ideas in “real time,” and make purchases on-
line in a relatively safe environment. One of the great strengths of the Web is its absence of borders.
Customers can make purchases from a company without ever knowing where it is located; it could
be two blocks down the street or halfway around the world.

Online shoppers are on the rise, as are online revenues. One market research firm reports that the
percentage of Web users who make purchases online rose from 19 percent in 1995 to 27 percent in
1997 Another market research firm estimates that online transactions will total $9 billion in
1997°" And many of the people who don’t make purchases online still use the Web to research
products or services they want to buy. In fact, more than 20 million Americans have come to view
the Internet as an indispensable part of their liveSuch a powerful tool could be a tremendous
help to Kentucky's
businesses, particularly

FIGURE 34 rural ones far from

Estimated Number of Businesses with Web Sites, major markets.
Kentucky and Surrounding States But are Kentucky
(per 1,000 businesses) firms using the World
18 1963 Wide Web to sell their
16 - products? A few are. No
14 - 133 1238 directory of  Web

addresses is complete,

so we can only estimate

the number of Kentucky
businesses with Web

sites. During the spring

and fall of 1997, we
purchased a commercial

listing of URLs and
conducted our own
exhaustive search of the

World Wide Web. We

found 1,366 Web sites

for businesses based in

the Commonwealth. Kentucky has about 80,000 firms with employees and approximately 113,000
self-employed persoﬁ?At best, our estimates suggest that less than 1 percent of Kentucky busi-
nesses had a Web site at the time these data were collected though, as shown in the illustration of
the chronology of Kentucky web sites on the following page, the numbers are expanding rapidly.
Our analysis of 1990-1996 data on registered web sites collected by the Danvers, Massachusetts
firm, Pro CD Inc., found that while the number of sites has expanded dramatically in Kentucky, the

VA us IL OH MO IN NC TN KY WV

Source: Kentucky Long-Term Policy Research Center Analysis of Pro CD and SBA Data.

3
"Beyond the Hype: Internet ‘Indispensable’ to Many, Disposable to Others,” online, Internet (available at:
www.finsvp.com/0506.html) 2 Feb. 1998.
254

Forrester Research as cited by CommerceNet, online, Internet, 2 Feb. 1998 (available at:
www.commerce.net/stats/indust.html#ec).

255
"Beyond the Hype .. ."

256
The Department of Employment Services, Cabinet for Workforce Development, estimates Kentucky’s self-employed
population for 1996 at more than 129,000, but cautions against relying on these estimates. Here we use SBA estimates.

80



Trends Influencing Entrepreneurial Development

number of businesses with a web site is one of the lowest among surrounding states (see Figure
34).257 Consequently, Kentucky businesses are moving more slowly than those in surrounding states
to seize the opportunities and the competitive edge that a presence on the World Wide Web enables.
We surveyed the Kentucky businesses we found in our search of the World Wide Web and asked
them where they are, who they are, how they benefit from having sites on the Web, how they devel-
oped their sites, what the sites cost, and how they use
the Web to sdll products. We mailed surveys to 719
Kentucky businesses with Web sites and received .com CO mes Of
responses from 408, a response rate of 57 percent. In Ag e
this section we present the results of what may be the

. . . A Chronology of the Registration of
first statewide survey of Kentucky's businesses on the 9y g

Kentucky Business Sites

World Wide Web. on the World Wide Web
, . 1990
Who's Using the Web? 1991

1992
Kentucky’s business establishments are concentra 1993

in the Lexington-Louisville-Northern Kentuck 1994
triangle, so it is no surprise that a majority g 1995
Kentucky’s businesses on the Web are based in {hi 1996

area. Jefferson County alone is home to 41 percen JOTAI

the 1,366 known Web businesses, 14.5 percent are in Fayette County, and 9.5 percent are in Boone,
Campbell and Kenton counties. Nearly two thirds of Kentucky’'s Web businesses are in these five
counties. Yet the five counties are home to only 30 percent of the state’s population and 40 percent
of the state’s businesses. (See Map 2)

But a handful of rural counties have a higher percentage of businesses on the Web than Lexing-
ton, Louisville, or Northern Kentucky. In 1995, the most recent year for which establishment data
are available, Lyon County had 173 firms with employees, and it has 12 known Web businesses, the
highest ratio of Web businesses to total firms for any county in the state. Elliott, Henry and Boyle
counties also have high ratios of Web businesses to total firms. For its size, the town of Berea also
has many Web businesses. The relatively large number of Web businesses in at least two of these
rural areas—Lyon County and Berea—is partly explained by the presence of a local business or
organization that has created a community business directory to act as host to other businesses.

Web businesses are sparse in eastern and south central Kentucky. More Web businesses are lo-
cated farther west, in Bowling Green, Owensboro, Henderson, and Paducah. Rowan County and
Calloway County, homes to Morehead State University and Murray State University, also have sev-
eral Web businesses.

Kentucky’s Web businesses range from the very small (one in three has fewer than 5 employees)
to the very large (12 percent have 100 to 500 employees and 4 percent have more than 500). They
also sell almost every product and service imaginable. Table 20 lists the percent of survey respon-
dents who sell selected goods and services. Among the goods and services submitted in the “Other”
category are aguarium maintenance, conveyor belts, Thoroughbreds, mattresses, Civil War relics,
teddy bears, comic books, bags, industrial steam boilers, clay, jewelry, carriage services, aerial im-

= The number of web sites was obtained from the PRO CD Internet Directory of over 450,000 web addresses (Pro CD Inc.,
Danvers, MA). These are web addresses that were registered between 1990 and 1996. We excluded inactive and non-
commerical sites (e.g., *.net, *.org, *.edu, etc.) as part of our search criteria and found 1,009 Kentucky businesses with a web
address. One should note however that an examination of the listings reveas duplicates for some businesses, but this
duplication does not appear to be widespread. The total number of businesses is the sum of self-employed and businesses
with employees in 1996. These data were obtained from the SBA state profiles (http://www.sba.gov/ADV O/stats/profiles/).
According to SBA, Kentucky was home to 78,044 businesses with employees and approximately 113,000 self-employed
persons in 1996, for a total of 191,044 businesses. Finally, for our purposes the relative differences between the states are
more important that the absolute number of web sites per 1,000 businesses because the Web is changing and evolving so
rapidly that any attempt to describe a"snapshot" is outdated immediately.
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agery, expert witnesses, game tickets, land surveying, bows for dogs, auction services, biological
reagents, and business consulting.

TABLE 20
Goods and Services Sold by Kentucky's Web Businesses

Percent Percent
Goods that sell it Services that sell it
Computer Software 14.5 Computer Consulting, 21.8
Web Design
Computer Hardware, 12.7 Travel and Tourism 10.8
Communication Equipment
Books, CDs, Magazines, 11.8 Financial 8.3
Other Published ltems
Arts & Crafts 8.1 Engineering 4.2
Food 4.7 Real Estate 3.4
Clothing 3.9 Medical 3.2
Agricultural Products 3.7 Accounting 2.7
Health Care Products 34 Agricultural 2.7
Transportation Equipment 25 Child Care, Cosmetology, 25
Other Personal Services
Other 38.0 Other 334
Source: Survey of Small Business Owners with Sites on the World Wide Web, Kentucky Long-Term Policy Research
Map 2

Kentucky Businesses With Web Sites
1,366 Weh Businesses Found, Summer 1997

. 1 to 5 Businesses # 11 tod5 Businesses

© to 10 Businesses ¥ Orer 25 Businesses
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Web Site Benefits

hree fourths of Kentucky’s businesses with Web sites believe the World Wide Web has helped

them, and nearly all believe that the Web will help them over the next five years. More specifi-
cally, a little more than half of the businesses believe having a Web site has increased sales, helped
them sell to people in new geographical areas, and helped them sell to new kinds of customers.
However, these were not the most commonly mentioned benefits; 84 percent of these business own-
ers said having a Web site enables them to provide information about their products and services, 80
percent said it enhances their market image, and 62 percent said it helps them retain and attract
customers. Only one in five said having a Web site reduces costs.

Perhaps one reason more businesses do not believe having a Web site has increased sales is that
customers are still concerned about security. As the technology improves, though, more people will
be making purchases online. Presently, 14 percent of Kentucky’'s Web businesses have a secure link
that allows customers to submit a credit card number and other personal information. Online sales
are not brisk. Two thirds of the firms that accept orders online estimate that less than 10 percent of
total revenue comes from Web sales. Nonetheless, one out of ten estimates that Web sales account
for at least 40 percent of total revenue, and more than one quarter expects to receive at least 40 per-
cent of total revenue from Web sales within the next 10 years.

Firms that take orders online are far more likely to believe that sales have increased as a result of
their Web site: 49 percent strongly agree that having a Web site has increased sales, while only 22
percent of those firms that do not take orders online strongly agree. However, setting up a secure
site to accept credit card numbers and other personal information is more complicated and may be
more expensive than just putting a Web page on a server. Firms that accept secure Web orders paid
Web developers about 25 percent more to have their sites set up.

FIGURE 35
Having a Web site has helped our business increase sales.

Strongly Disagree

Mildly Disagree

ODon't take online orders

Neutral __I_l_l H Take online orders

Mildly Agree

Strongly Agree

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Source: Survey of Small Business Owners with Sites on the World Wide Web, Kentucky Long-Term Policy Research Center, 1997

The benefits of having a Web site vary somewhat depending on the industry of the business.
Those in the tourism industry are the most likely to say that sales have increased as a result of the
Web site; about a quarter of these businesses believe online transactions will account for at least 40
percent of their business within the next 10 years. “We have had more calls on our B&B (bed and
breakfast) through the Internet than any other source,” wrote one small business owner. Tourism
businesses were also the most likely to say that having a Web site has helped reach customers in
new geographical areas.

On the other hand, businesses that offer medical services or professional services, such as ac-
counting, banking, engineering and financial services, are the least likely to say that sales have in-
creased as a result of the Web site. Nor are they particularly optimistic that online sales will increase
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appreciably. These businesses see their Web sites more as away to enhance their professional image
and to recruit employees. They were twice as likely as other firms to say that their Web sites help
them with hiring.

Exactly half of the agricultural and arts and crafts businesses say that having a Web site has in-
creased sales. Arts and crafts businesses were the second most likely (after tourism businesses) to
say that their Web sites have helped them find customers in new geographical areas. Interestingly,
though, arts and crafts businesses are the least likely to agree that having and maintaining a Web site
isworth the cost.

Computer- and Internet-related businesses enjoy many benefits from having a Web site. They
are the most likely to say a Web site enhances their market image, and they are by far the most
likely to say that their Web sites enable them to improve customer service. One third say their Web
sites reduce costs, 20 percent say their Web sites hel p them recruit employees, and nearly 80 percent
say that within the next five years having a Web site will be worth the cost. That is considerably
higher than almost any other group.

Although the numbers sound good, nothing is as compelling as success stories like that of Lex-
ington-based Moore Diversified Products. The company invented a product that enables apartment
managers to monitor utilities, security systems and other electronic functions using a cable TV net-
work. Sales of the RUM540 were slow until M oore advertised the product on its Web site. Now, the
product is used in several states and in China, Ireland, Brazil and the Philippines. The Chinese alone
expect to buy $3 million worth of RUM540s ayear.258

In general, it would appear that most businesses are satisfied that they benefit from having a
Web site. Forty-five percent strongly agree that having and maintaining a Web site is worth the
costs, and another 30 percent mildly agree. Almost two thirds strongly agree that their Web sites
will be worth the costs within the next five years. We now examine some technical considerations,
such as who designs the Web sites, what their content typically includes, who hosts the Web sites,
how many people visit the Web sites, and how much it all costs.

Web Site Development

FIGURE 36

. . Web Site Development Costs
Busm&es&c can create a Web site

entirely on their own, they can hire 25%
someone else to do it, or they can do a
combination of both. About 40 percent
of Kentucky's Web businesses created
and developed their own Web sites.
Close to half left the Web site creation = 15% 1
entirely to someone else, and the rg
maining 10 percent combined internal  1go; |
efforts with outside help. Businesses
that did some or all of the development
themselves used a combination of re-
sources. About one third read a book,
magazine article or some other publicga- 0% -
tion about Web page development. The $100-  $300-  $520-  $2750-  Over
second most popular resource was the $250  $500  $1000  $5000  $5000
source code of other Web SiteS; mamy Source: Survey of Small Business Owners with Sites on the World Wide
businesses talked to other peop|e WHhO Web, Kentucky Long-Term Policy Research Center, 1997
have designed Web sites; and a littte
over one quarter of businesses used Web site development software Busbrasr FrontPage.

20%

5% A

258
Jim Jordan, “Web Site Nets Big Break for Local Compahgington Herald-Leader 13 Dec. 1997: B1.
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Firms that hired someone else to do some or al of the work most commonly used a friend, rela-
tive or other acquaintance. Word-of-mouth hiring is also very important. Less than 10 percent found
someone to create their Web sites in a newspaper, magazine, or on the Web. The fee businesses paid
for help in developing a Web site ranged from $10 to $40,000. One third of Kentucky’'s Web busi-
nesses paid $1,000 or more for someone else to develop their Web site, and the median fee was
$600.

The content of the Web sites is pretty standard. Over 80 percent of Web sites have information
about products and services, general information about the company, an e-mail address, and a street
address or telephone number. Sixty percent of Web sites have product pictures, and 40 percent pro-
vide customer service or product support. Updates for the Web sites are not particularly frequent.
Only 5 percent of businesses change their sites daily, and 15 percent change them weekly. More
than half change their Web sites less than once a month or never. Firms that rely on someone else to
update their Web sites generally have little trouble getting an update, and only about half of the
businesses have to pay for an update.

By far the most popular means of advertising a Web site is to submit the site to search engines or
directory services; two thirds of Web businesses do so. About one third of Web businesses have a
link to their page on a regional Web site, such as those sponsored by a local Chamber of Commerce
or a local development group. A far lower percentage of businesses participate in electronic shop-
ping malls or send mailings (either electronic or traditional) to customers and potential customers.
About 8 percent do nothing to promote their Web sites.

Annual visitors to Web sites range from a few dozen to hundreds of thousands. About 40 percent
have more than 1,000 visitors per year, 20 percent have more than 10,000 visitors per year, and 6
percent have over 100,000 visitors per year. There is not a very strong relationship between size of
company and number of hits: many small companies have tens or hundred of thousands of hits,
while some large companies have fairly low numbers of hits.

Web Site Costs

Once a Web site has been created, the files need to be stored on a Web server. These machines
are typically quite expensive, which explains why only about 20 percent of businesses have
purchased a server. The median price paid for a Web server is $3,800, and a handful of businesses
reported paying more than $20,000. The rest of the businesses pay another company to host their
Web sites. The median monthly “rent” for a Web site is $50 and the average is $78.

Fifteen percent of Kentucky's Web businesses have hired additional staff to maintain their Web
sites. There is a clear relationship between the number of hits on a Web site and whether a company
has hired a new person to maintain it. Over 40 percent of firms getting 100,000 hits a year or more
have hired someone to maintain the Web site, compared with only 5 percent of firms getting 1,000
hits or less.

Conclusion

he businesses we surveyed are generally satisfied with their Web sites. Most benefit from hav-

ing a Web site and believe it is worth the costs or will be within a few years. Still, the Web may
not be for everyone, at least not today. Businesses that provide only local services, such as plumbers
or day care centers, and businesses that sell a fairly homogenous product, such as fast food restau-
rants, should ask themselves whether they are going to sell many hamburgers or repair many faucets
in other states, let alone other countries. Nor is cost a trivial concern. Most businesses have invested
a significant amount of time and money into their Web sites. With a median fee of $600, Web site
development by an outsider is not cheap. Even if a business develops a Web site entirely by itself, a
typical Kentucky Web business pays hundreds of dollars a year in “rent” to have another company
host its site on the Web. One more consideration is quality. As much as businesses emphasize the
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importance of having a Web site to enhance market image, it is not enough to put anything on the

Web just for the sake of having a presence. Going the cheapest possible route—asking your neigh-
bor’s kid to design your page and then buying stripped-down Web hosting services—may not help
your business much if the quality, functionality, and accessibility of your Web site suffer.

None of this is meant to discourage businesses from putting a site on the Web; it is just a re-
minder that creating and maintaining a Web site is a business investment, just as hiring a new em-
ployee or renting more office space is, that has costs as well as benefits that must be weighed
carefully.

Should location affect the decision to have a Web site? Probably not. Our survey results suggest
that the costs and benefits of having a Web site are similar for all businesses, regardless of location.
The only significant difference we found between rural and urban Web businesses is the kinds of
products they sell, which simply reflects the fact that Kentucky’s rural and urban economies differ.
However, few rural businesses evidently are on the World Wide Web. We tried very hard to find
Web businesses in eastern and south central Kentucky without much luck. This suggests that rural
Kentucky is missing some big opportunities because the Web can help alleviate the spatial barriers
that businesses far from large markets and major transportation routes face.

In the coming years, the Web will become increasingly useful, even necessary, for businesses.
But we don’t need to wait to see how it can help Kentucky’s entrepreneurs. Small businesses, rural
businesses, businesses selling an incredible variety of goods and services, have already told us that
sales increase, market image improves, new customers are found, costs are reduced, and new em-
ployees are recruited because they have Web sites. “For a small business owner that normally may
not have access to large organizations, the WWW is the answer!!!” wrote one company in response
to our survey. “[The Web] draws interest from [the] northeastern United States in Kentucky crafts,”
wrote another. “| am finding that a number of our customers are checking on the Internet and edu-
cating themselves about our services before calling us,” wrote a third. We received countless similar
responses, but one business perhaps best illustrates the potential the Web holds for small entrepre-
neurs. A rural clothing manufacturer with fewer than five employees told us, “The Internet has al-
lowed me to reach customers and make sales all over the world in less than three months. My
customers have been so pleased that they have linked us to their sites, written manuals about us and
passed out literature about our company . . . | could not have done this in years without the Inter-
net.” What we wrote in the introduction to this section is worth repeating: Perhaps the most impor-
tant innovation for business in the 1990s is the World Wide Web.
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A Rising Commitment to Microenterprises

marketplace, they are rare, particularly rare in alargely rural state like Kentucky. Far more

common but virtually invisible by comparison are what are now commonly referred to as
“microenterprises,” tiny, often home-based businesses that usually employ no more than five peo-
ple. Tiny though they are, the economic impact of microenterprises is dramatic. In 1995, the SBA
estimates that microfirms employing between one and four people created 35 percent of the net new
U.S. jobs, and firms with 5 to 19 employees created another 32 percent of new empisc%yment.
Moreover, the Information Age economy has yielded example after example of exponential growth
among what began as tiny businesses. Through an entrepreneurial approach to development, more
of this energy can be captured in communities throughout the state, regardless of their size.

In addition to their job creation potential, microfirms are increasingly viewed as a viable antidote
to poverty. International microenterprise development models have achieved remarkable success in
alleviating poverty in the developing world by giving poor entrepreneurs fair access to credit.
Building on international successes, the
movement to enable the formation ar T gn effort to help poor people seize
development of microenterprises he . D
gained significant ground in the Uniter entrepreneurial opportunities, a
States. In an effort'to help poor peop strong “boT‘rom-up" strategy has
seize entrepreneurial opportunities, .
strong “bottom-up” strategy has emerge emerged, largely in response to
largely in response to unsatisfactory ec ynsqtisfactory economic development
nomic development and anti-poverty e )
forts. The movement has gained and anTI—poverTy efforts.
foothold “almost exclusively through the
efforts of independent grassroots organizations,” according to the Corporation for Enterprise Devel-
opmentz.60 And, by a number of early assessments, it has proven its merit. Today, microenterprise
development is being lauded and recognized by the President, incorporated into federal and state
welfare reform initiatives, and adopted by a growing number of states and local governments as a
strategy to increase personal income and respond to the employment demands of welfare reform.

Though relatively new to the United States, microenterprise development offers a timely re-
sponse to the decentralization of employment patterns. Microenterprise development initiatives rec-
ognize the opportunities that changing employment patterns hold and assist would-be entrepreneurs
in assessing and acquiring entrepreneurial skills and obtaining credit. Though microentrepreneurs
are less visible in the United States than in countries where significant portions of the labor force are
engaged in informal market economies, the dynamics of today's economy are émetingpiring
millions to adopt entrepreneurial roles. A small fraction of the enterprises they develop will become
tomorrow’s growth firms, the stuff of the “born-in-a-barnand garage or dorm room legends be-
hind some of today’s top computer and software producers.

While microentrepreneurs are becoming increasingly visible, many remain outside the formal
economy. Kentucky's indefatigable flea market vendors who buy and sell what others cast off are
notable examples. Bringing these enterprising individuals into the formal economy is a key goal of
many U.S. microenterprise initiatives. Other microentrepreneurs operate thriving, albeit tiny, above-
board enterprises, a growing number of which fall in the personal services component of the econ-
omy, which includes, among other things, custodial services, child care and catering. Still others

While the high-growth firms or gazelles of the larger U.S. economy continue to dazzle the
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design, make and sell crafts such as jewelry, furniture, quilts and pottery. In the agricultural services
sector, lawn services and landscape gardening provide employment and income for a growing num-
ber of resourceful microentrepreneurs. Others market specialty foods, design software or new appli-
cations of technology, or act as management consultants.

Importantly, very small businesses can discover high-demand product niches and build highly
successful enterprises. Kentucky's Cox Interiors serves as a noteworthy example. What began as a
small family business operated by a father, son and daughter quickly grew into a major employer
and contributor to the Kentucky economy. The senior Cox sank his life savings into a venture that
converted abundant raw materials into high-quality wood products, in this case, the interior wood
moldings, doors, mantels and stairways that lend grace to homes. Only 14 years from its modest
beginnings, according to Lonnie Cox, the Campbellsville-based manufacturer employs 600 people
and continues to grow at a rate of 15 percent perzeﬁearguably, this home-grown firm is more
deeply rooted in Kentucky soil than branch plants and thus far less likely to relocate operations in
pursuit of cheaper labor, as Fruit of the Loom has chosen to do.

On a far smaller scale but one that illustrates the potential of microenterprise development as an
antidote for poverty and as a welfare reform strategy for those with entrepreneurial capabilities,
Gerianne Abney launched her own small-scale sewing business in Lexington in 1996 after 10 years
of dependence on welfare. With personal guidance from the Community Action Council's self-
sufficiency program and business development training and start-up funds from Community Ven-
tures, a nonprofit economic development agency based in Lexington, Abney realized a long-time
dream of business ownership. With a loan of just $2,500, Abney launched IMA Sewing Shop on
Reynolds Road. At the same time, she enlisted as a mentor with Community Ventures, inspiring
others to believe in their own possibilities. “There is no reason why, if a person wants to start their
own business, they can’t do it,” observed Abney. “All it takes is some training and some encour-
agement.*’

Out of the Third World

he model for microenterprise development emerged not from one of the world’s dominant

capitalist nations, but from one of its poorest. Founded by economist Muhammad Yunus in the
mid-1970s, the Grameen (Village) Bank has been making loans for more than two decades to some
of the poorest people in the world, Bangladeshi women who do not own land. The idea for the bank
emerged when Professor Yunus and his students conducted field studies of the informal economies
of local villages. They found that a number of villagers needed only small sums of money to buy
materials, work freely, and escape the usurious loan practices of traders who bought théir wares.

In lieu of collateral, Grameen requires borrowers to become part of peer-lending groups, to join
a five-member group and a 40-member center, attend weekly meetings, and share joint responsibil-
ity for repayment of group loans. If one member of the group defaults, all lose access to credit. But
few do. The women who comprise 94 percent of Grameen borrowers repay their loans at a 98 per-
cent on-time raté, even though Grameen charges higher interest rates than commercial lenders and
never forgives loans though it occasionally restructures tfhesince 1993, Grameen has made 16
million tiny loans. During 1997 alone, it expected to loan half a billion doffars.
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Importantly, an estimated one third of Grameen'’s borrowers had worked their way out of pov-
erty by 1995. By the close of the century, Yunus predicts that the bank’s 2 million 1995 customers
will have freed themselves from poveﬁsyPart of a movement that has been coined the first “Third
World technology transfer,” Grameen’s success has spawned a worldwide network of microenter-
prise development organizations that is attempting to spread Yunus' model of “socially conscious
cap|tal|sm ® “If the United States becomes convinced that poverty can be eliminated,” Yunus ob-
serves, “then it can be doné.”

While the experiences of assisting very poor microentrepreneurs in developing countries may
seem remote, poor people face similar disadvantage in the United States. Many have no credit histo-
ries or poor ones and little or no experience with banks. Because banks often require a minimum
balance in checking accounts, a cushion that families living on fixed or very low incomes usually
cannot afford, the customary foundation for a relationship with a bank is rarely formed. Predictably,
traditional lending institutions tend to view the poor as credit risks and see little potential for return

on small loans, given the cost of processing. Ar .
as Marley and McKee observe, would-be entrep LT The United States becomes

neurs “who lack the skills to draft convincing bus convinced that poverty can be
ness and financing plans often remain invisible

conventional lenders. Conversely, few loan office eliminated, then it can be done."

are trained well enough to spot tr217(19 winners amc  \unammadyunus

a crop of nontraditional borrowers.”As a conse- Founder of the Grameen Bank

guence of the inaccessibility of credit and othe,

asset-building vehicles, the very tools the poor need to enable workforce participation or enterprise
development are often out of reach. Small lines of credit can enable would-be entrepreneurs to form
small enterprises that supplement family income and, in some cases, provide a route to financial
independence. For others, such credit helps finance transportation, child care, clothing and other
necessities that enable successful workforce participation.

Microenterprise program development represents a reversal of past U.S. responses to poverty
that imposed rigid asset, income and workforce participation criteria in exchange for cash, housing
and food assistance. Many argue that the present approach has encouraged dependence, discouraged
personal risk, and effectively prevented recipients from gaining needed economic leverage. Though
self-employment will likely be an option for only a few, programs that promote microenterprise
development are, as Solomon notes, markedly different from past approaches to public assistance in
that they focus on “the capacities of the poor, not their deficienzéieﬁsdditionally, suggest Wil-
liam W. Burrus and Katherine E. Stearns of the Tucson-based U.S. Division of ACCION Interna-
tional, microenterprise development numbers among the few economic development strategies that
do not segregate and isolate the poor. Instead, a primary goal is to enable poor entrepreneurs to
move into the economic mainstream.
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The U.S. Response

hile the prevailing view of economic development among states continues to be one of re-
cruiting businesses and industries, international microlending programs have proven that bot-
tom-up development works in some of the world’s poorest countries. Additionally, economic devel-
opment theorists have advocated internal capacity-building development strategies for many years.
A growing number of states have launched initiatives aimed at expanding access to credit and busi-
ness development assistance among the poor and guiding and assisting would-be entrepreneurs with
the planning, management and financing of very small businesses. According to the Corporation for
Enterprise Development, 19 states now dedicate funds to microenterprise development. But in spite
of compelling findings about the early successes of U.S. initiatives as well as long-standing interna-
tional ventures, state initiatives focus principally on the capitalization of loan funds, rather than on
the development and maintenance of support progzr%mizthout which many believe these initia-
tives will not achieve their potential.
. These 19 states are
A growing number of states have launched channeling mostly federal
initiatives aimed at expanding access to credit ~ funds into microenterprise
. . development initiatives, but
and business development assistance among the  only Vvirginia and North

poor and guiding and assisting would-be entre- ~ Carolina have created spe-
. . cifically targeted appro-

preneurs with the planning, management and priations for

financing of very small businesses. microenterprise  develop-

ment.” Importantly, North

Carolina’s rural focus illus-
trates the viability of microenterprise development outside of urban environments. With oversight
by an advisory board, a network of community-based organizations administers the North Carolina
Rural Economic Development Center, Inc., a recipient of the inaugural 1996 Presidential Award for
Excellence in Microenterprise. In addition to individual and group lending, the Center’s affiliates
provide access to peer support and coordinate training through community colleges and small busi-
ness development centers. To enable asset accumulation, it also offers a savings program. Similarly,
the relatively new Virginia Enterprise Initiative, which was initiated in 1995, provides two-year
funding and technical support to 15 community-based microenterprise programs. Grants from the
Initiative were made on a matching basis and issued as the result of a competitive request-for-grant-
proposal process.

According to CFED, only nine states actually provide funding for program operations, and these
issue largely from fragmented, narrowly targeted streams of federal fufitie. SBA’s Microloan
Program, for example, provides funds for the majority of Kentucky microenterprise development
initiatives. But many states have disdained federal dollars from other sources that could have been
used for microenterprise development. Prior to 1995, according to Kentucky Department for Local
Government (DLG) Branch Manager William C. Wolejsza and Government Advisor Bob Chandler,
few states took advantage of funds for microenterprise development purposes from the Housing and
Urban Development (HUD) Department due largely to burdensome regulatory requirements. When
these requirements were eased, DLG used HUD funds from its Small Cities Program in 1996 to
launch a pilot program in microenterprise development. DLG has opted to provide support for mi-
croenterprise programs, rather than capitalize loan funds. “The greatest need is not for cash, but to

o CFED, Building State Support for Microenterprise Development: Policy Options and the Role of Satewide Networks.
(Washington: Author, undated), 8.

275
CFED, Building 9.
276
CFED, Building 9-10.

90



Trends Influencing Entrepreneurial Development

make it loanable,” observed DLG Branch Manager William C. Wolejsza. “A number of communi-
ties that have active nonprofits want to be in on this.”

During the 1996 cycle of funds, DLG set aside $250,000 to begin “dabbling” in microenterprise
development and funded a program start-up by the city of Paducah, as well as efforts in Mercer and
Madison counties and Bowling Green that used existent lending and support infrastructures. Though
small, the pool of funds probably matched the capacity of communities in the state to respond, ac-
cording to Wolejsza. Few had the infrastructure in place to meet the national objectives and provide
matching funds. For the 1997 budget cycle, another $250,000 pool of funds was dedicated to micro-
enterprise development.

The Seeds of Microenterprise Development in Kentucky

A number of organizations in Kentucky have ventured into what is termed micro-lending, but few
offer the very small loans that typify microenterprise development as practiced by international
models like Grameen. While this may, in part, be due to the scale of the U.S. economy compared to
that of developing nations, very small loans based principally on character, as opposed to more tra-
ditional, collateral-based, credit-worthy loans, appear to be largely unavailable in Kentucky. Part of
the void results from a poorly developed infrastructure to support entrepreneurship in general and to
provide credit to the poor. Indeed, the check cashing industry, which has garnered recent regulatory
attention, has flourished because the poor generally have no access to formal credit. Consequently,
the development and expansion of such asset accumulation vehicles as Individual Development Ac-
counts is key.

Like many in the United States, Kentucky's microenterprise development initiatives depend
heavily upon federal funds. Four private, nonprofit groups in Kentucky utilize funds from the U.S.
Small Business Administration’s Microloan Program, which is designed to provide loans ranging
from less than $100 to a maximum of $25,000. To secure access to the SBA microlending funds,
organizations must provide nonfederal matching funds in a loan loss reserve account equivalent to
15 percent of the loan amountBorrowed funds can be used to buy machinery, equipment, furni-
ture, inventory, and supplies or to provide working capital, but not to pay existingyaebts.

While others are in the process of formation, the Aspen Institl®98 Directory of U.S Mi-
croenterprise Programs lists only six initiatives in Kentucky. They are: Central Development Cor-
poration in Louisville; Community Ventures Corporation in Lexington; Human/Economic
Appalachian Development (HEAD) Corporation based in Berea; Kentucky Highlands Investment
Corporation based in London; Jewish Family and Vocational Service in Louisville; and Women'’s
Initiatives Networking Groups (WINGS) based in Berea. Four of the efforts serve large geographic
areas. As the following examples illustrate, programmatic approaches and experiences differ signifi-
cantly.

Community Ventures Corporation. The Bluegrass Microenterprise Fund, a loan program of the
Lexington-based Community Ventures Corporation, most closely resembles the Grameen model of
peer group lending and support. According to Mark Koller, a commercial loan officer with Commu-
nity Ventures, this nonprofit community economic development corporation recruits potential entre-
preneurs through its business development classes held across a 17-county region, forms loan
groups, and makes loans based on peer analysis. Borrowers can secure first-time loans for up to
$2,500, and given successful repayment, qualify for a second loan of up to $5,000. While loans av-
erage in the $2,000 to $2,500 range, according to Koller, loans as small as $500 have been made.

Like the highly successful Women’s Self Employment Project based in Chicago, a model for
many U.S. micro-lending initiatives, the Bluegrass Microenterprise Fund is the product of a care-
fully cultivated relationship with area banks that make loans based on the recommendations of peer
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group analysis. Since the fund was created in the early 1990s, the fund has made between 80 to 100

loans averaging roughly $2,000 each through participating banks. And, according to Koller, repay-

ment rates have been excellent. The fund has enjoyed a 4 percent loss rate, which compares favora-

bly to an average loss rate of between 1 percent and 2 percent for traditional, collateral-based,
credit-worthy bank loans. “It's really good when you consider the market. These people could not
get conventional financing,” Koller noted.

The unconventional loans provided by participating banks through Community Ventures have
helped launch and sustain a number of tiny, generally one-person, businesses in the Bluegrass area.
They provide services such as residential and commercial lawn care and landscaping, sewing and
alterations, tax preparation, catering, painting, and child care. Other microentrepreneurs have fi-
nanced small specialty retail operations and restaurant supply businesses with loans from the fund.

Purchase Area Development District. When the Purchase Area Development District (ADD)
secured $200,000 in SBA microloan funds in 1994, the ADD sought to begin with a small effort to
explore the market and avoid significant losses. According to Norma Drouin, an economic devel-
opment specialist with the ADD who manages a portfolio of publicly financed loan funds, the loan
funds were exhausted almost as soon as they arrived. While the ADD opted to tailor the SBA mi-

croloan funds to requests already

in place with the agency, placin

When the Purchase Area Development thepman minimum gt $2y’ 080, thg
District secured $200,000 in SBA  smallest loan made under the pro-

. . gram was for $10,000, compared
microloan funds in 1994, they were (%) " lerage loan of between

exhausted almost as soon as they arrived.  $150,000 and $175,000 across all
funds managed by the agency. Bor-
rowers, however, were unconventional by traditional bank standards in that they were either new to
the industry in which they hoped to start a business, lacked collateral, or had a blot on their credit
histories.

In spite of the nontraditional pool of microentrepreneurs, none of the Purchase ADD’s borrowers
has defaulted or has become delinquent on payments. With guidance and financial support, the bor-
rowers have launched such enterprises as small retail operations, a florist shop, a surveying busi-
ness, and professional practices in veterinary medicine and rehabilitation therapy, and purchased
equipment for existent businesses. Because continued funding for the demonstration loan program
was uncertain, the ADD has been without microloan funds since its 1994 pool was exhausted soon
after its arrival. In April 1997, however, it received SBA authorization to apply for an additional
$525,000 in microloan funds.

Kentucky Highlands Investment Corporation. According to Stephen Taylor, a financial analyst
with Kentucky Highlands Investment Corporation, the London-based Small Business Investment
Company hoped to move broadly into the microlending field when it became one of 35 recipients in
the nation to receive SBA microloan funds. But Kentucky Highlands has not enjoyed the type of
response to microlending that it had hoped for, probably as a consequence of its 12-county rural
service area. Prospective microentrepreneurs are difficult to reach and develop.

First approved for $750,000 in microloan funds, Kentucky Highlands had only tapped $200,000
of its available funds by the end of the first two years of its program, according to Taylor. Kentucky
Highlands loaned $300,000 from its first fund and has since secured an additional $700,000 for the
loan fund, but response to the available capital has remained somewhat tepid, prompting extensive
outreach. Of the 31 loans averaging almost $14,000 each that Kentucky Highlands has made, 50
percent have gone to start-ups, while 32 percent have gone to existing businesses that have bor-
rowed funds to maintain (32 percent) or expand (18 percent) operations.

For a variety of reasons, however, repayment rates have been somewhat discouraging. However,
as the viable businesses in the group have developed, a range of small enterprises has emerged in
the 12-county southeastern Kentucky region that Highlands serves. They include a boat manufac-
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turer, a machine shop, a pet shop, a nonprofit rehabilitation workshop (the only eligible nonprofit
borrower under SBA microloan guidelines), a cabinet maker, a discount furniture rental business, a
rural dry goods store, an insurance company, a tombstone maker, a home incarceration service that
provides equipment and monitors compliance, and a company that prints artwork on a range of
promotional products.

In addition to restructuring the debts of borrowers, Kentucky Highlands is seeking to improve
the program’s success through more careful selection of borrowers and attempts to secure even un-
conventional collateral. Nevertheless, in its experiences, according to Taylor, Kentucky Highlands
has found truth in what international microlenders consistently observe—character is ultimately the
best predictor.

Women'’s Initiatives Networking Groups (WING®B)e brainchild of three women entrepreneurs
who struggled to start their own businesses, this affiliate of MACED was formed in response to the
void they perceived in efforts to nurture “or even acknowledge” the role women could play in the
development of the Appalachian economy, according to Executive Director Jeannie Brewer. As
expressed in its mission statement, WINGS strives “to foster self-employment opportunities for low-
and moderate-income women
in Appalachian _ Kentucky The brainchild of three women entrepreneurs
who are searching for alter: . h
natives to minimum wage, Who struggled to start their own businesses,
low satisfaction jobs or public \WINGS was formed in response to the void
assistance.” While WINGS . . "
has an informal partnershif They perceived in efforts to nurture “or even
with Appalbanc’s community - qcknowledge” the role women could play in the
partnership fund, its primary .
focus, according to Brewer, i< developmenT Of The AppalaCh|an economy.
to provide entrepreneurial
training, networking and mentoring opportunities. “We're trying to get people organized enough,
thoughtful enough in their assessment of personal resources so when they go to a lending institution
to borrow they are not putting themselves more at risk.”

Working in seven Appalachian target areas, WINGS is a mobile program that concentrates on a
target area for six months. Specifically, WINGS provides training in three phases:

(1) a 12-week entrepreneurial training class, including a four-week personal life assessment
designed to evaluate a woman'’s potential for self-employment, followed by practical
business training, including marketing, bookkeeping, and legal and tax issues;

(2) monthly networking meetings that enable group problem solving and provide some con-
tinuing education; and,

(3) individual development through consultation and business mentoring.

WINGS, which is funded by a combination of government, foundation and private contributions,
now has 55 people active in its network. Nearly 70 women have been involved in the program to
some extent. Brewer estimates that between 15 percent and 20 percent of WINGS clients receive
some type of government assistance. Presently, the organization is working with 20 businesses,
many of which are home-based, that are in some form of organizing activity. Still others are in the
development phase, conducting research that will facilitate the launch of a microenterprise or dis-
courage its development.

93



Entrepreneurs and Small Business—Kentucky’s Neglected Natural Resource

Conclusion

hile knowledgeable observers caution that microenterprise development, like any economic
development strategy, is not a panacea and not a likely path for those who have been com-
pletely isolated from the economic mainstream, it offers a viable path for many, including some
welfare recipients. In a five-year, five-state study, the Self-Employment Investment Demonstration
(SEID), the Corporation for Enterprise Development found that a significant number of welfare re-
cipients could successfully start and operate businesses. From evaluations of SEID, CFED found
that a relatively small percentage of welfare recipients, between 1 percent and 5 percent of
caseloads, opted to start their own businesses. Given Kentucky’s June 1997 caseload, such percent-
ages could yield between 490 and 2,500 new microentrepreneurs, some of whom would create ad-
ditional jobs. CFED found that those recipients who did opt to launch businesses made measurable
gains toward financial independence and asset accumulation:

» 79 percent of businesses were still operating after an average of 2.6 years;

» 25 percent of businesses created jobs in addition to those of the owners;

» business owners accumulated an average of $4,867 in net business assets and nearly
$9,000 in gross personal assets;

» primary reliance on AFDC declined from 78 percent of owners to 27 pe27rgcent.

Similarly, the Self-Employment Learning Project (SELP) of the Aspen Institute, in conjunction
with Abt Associates, conducted an in-depth survey of 405 microentrepreneurs from seven develop-
ment programs around the country. The study, which included some recipients of welfare, found
that 62 percent of microentrepreneurs who were poor in the first year of the study had increased
their incomes three years later. Half saw their incomes rise by more than 75 percent, and another 23
percent increased their incomes enough to move out of poverty. As the Aspen Institute’'s Peggy
Clark observes, “Compared to the broad array of public and private efforts that attempt to move the
poor out of poverty, microenterprise programs perform exceptionally well; very few other programs
enjoy results that yield a full quarter of participants who move out of poverty after three2§/0ears."

A 1994 study by the Institute for Women’s Policy Research (IWPR) that combined national
sample survey data with in-depth interviews and focus groups concluded that self-employment
alone is not a route to self-sufficiency for most poor womerinstead, the study found self-
employment or microentrepreneurship was typically part of a package of income sources for welfare
recipients that included wage and salary earnings, income from other family members, and welfare
benefits. The authors of the study also concluded that this “packaging” of income from various
sources is necessitated by low wages and by inadequate profits from self-empf%zymmimlly,
even the successes among those studied by IWPR experienced increased vulnerability. The more
successful their businesses became, the greater the likelihood they lost health inS@aircem-
stance that is expected to become far more commonplace as former recipients move into jobs that
offer no benefits.

In spite of the limitations of microentrepreneurship, the IWPR study’s authors concluded that
self-employment “can contribute to the economic well-being of low-income families and can also
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help them escape from povertzﬁ"lndeed, some recipients who reported working more hours for
lower earnings as entrepreneurs expressed high levels of satisfaction with their Wiekrly,
concerted attention to structural deficiencies, such as the inaccessibility of affordable health care
and child care, will be critical to the challenge of enabling economic independence among former
welfare recipients and among the growing ranks of marginalized workers regardless of whether they
pursue entrepreneurial routes.

New Possibilities

such as Grameen founder Muhammad Yunus, who sincerely believes that poverty can be

eliminated, are exerting a profound and unprecedented influence on public policy. As a conse-
guence of the rapid dissemination of information, we are not only readily adopting goals that stretch
our current capabilities, we are also quickly amassing the knowledge to achieve many of them. Just
as entrepreneurs are discovering new enterprises that create jobs and wealth, policymakers are being
challenged to use today’s information rich context to expand opportunity for citizens. To do so, as
Drucker suggests, we must see, understand and seize the promise of change. Certainly a part of that
promise lies in the possibilities that entrepreneurs bring to an economy and a society.

Propelled by the expanding web of world communications, the ideas and ideals of visionaries
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No single player holds the key to an entrepreneurial Kentucky—not state or local government, not the
business community, not the banks or the schools or even the state’s ordinary citizens; rathéemlldo.
Rob Gurwitt, The Aspen Institute

observes that the cultivation of an entrepreneurial culture in Kentucky will require a “disor-

derly process,” one of action on virtually every level by all major institutions and with the
involvement of individuals across the Commonwealth. In its recent study of entrepreneurship in
Appalachia, the Mountain Association for Community Development (MACED) concurred, “No one
party can be responsible for creating a supportive entrepreneurial climate in a community. Wide-
spread involvement is crucial.” Indeed, neither legislation nor alterations of public policy will infuse
the state with much-needed entrepreneurial energy. Instead, the pursuit of entrepreneurship will be a
long-range process, one that aims, first and foremost, to engender a new culture, new perspectives
on our communities as places of possibility rather than insoluble economic dilemmas, and new im-
ages of ourselves as a people who possess the power to transform their communities and, ultimately,
the entire Commonwealth. In short, what is needed is a comprehensive effort, one that is strongly
supported at the highest levels of government by all its institutions and broadly advanced at the local
level.

Already, community leaders across the Commonwealth are focusing on more entrepreneurial
approaches to growing local economies, on alternatives to the “build-and-they-will-come” strategy
of investment in industrial parks. Others have acted to fill capital voids in their communities by
forming locally based microenterprise development funds that are enabling entrepreneurs who do
not have access to traditional capital. In oth ) )
venues, nonprofit organizations, from some | The homegrown businesses that spring
cal Chambers of Commerce to MACED, ai from entrepreneurial pursuits are not

promoting development strategies that embre |ikely to move from the locale where they

small business and micr_oenterprise develc were established; they are built on the
ment. At Hazard Community College, studen d . £ th itv—its herit
have access to a discipline in entrepreneursi @YNamics oF The communiTy—ITs heritage

one that aims to cultivate the skills needed 1 and culture, the talents and attributes
business development and expansion. At 1 of the people and their capacity to
University of Louisville, a nationally recognizec participate in economic processes, the

program of entrepreneurship studies is eme natural resources of the community and
ing. However, more, much more, is needed.

Fortunately, a remarkable convergence 1he opportunities they support.
thinking on how to advance entrepreneurship
and grow Kentucky's wealth of small enterprises has emerged. While specific recommendations
vary, reports from the Kentucky Appalachian Commission’s Entrepreneurship Issue Team, the
Kentucky Science and Technology Council, and MACED share common conclusions. Our findings

a recent report on the proceedings of a 1996 conference held at Shakertown in Harrodsburg
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here support many of these conclusions and, at the same time, suggest the need for discussion and
exploration in subject areas beyond the purview of this study.?*

Additionally, our exploration of entrepreneurship in Kentucky suggests, as our research often
does, that our “institutional intelligenc&’needs to be strengthened. Rather than wait for the federal
government to design a methodology for the collection and analysis of data, we could begin now to
analyze in new ways the employment and wage data we routinely collect. Patterns of self-
employment as well as employment and wage trends by size of firm will become increasingly im-
portant to our understanding of the economy.

In short, much remains to be done. And many individuals and institutions must become involved
if we are to fully realize the potential of the abundance of talent and energy in Kentucky.

Nurture and Cultivate an Entrepreneurial Culture

and poverty in rural areas of the Commonwealth is to encourage relocation to our urban

areas, they do this essentially rural state a disservice. While many inevitably move toward
opportunities in urban centers, many more have the desire and the capability to build prosperous
enterprises in rural communities where jobs and opportunity are needed. But they need encourage-
ment and public support, rather than admonitions for remaining attached to people and place. We

When leaders suggest in public forums, as they often do, that a solution to underemployment

How do we teach

entrepreneurial thinking?

The Kentucky Science and Technology
Council is seeking answers to this central
guestion. With a grant from BellSouth and
support from the Louisville-based Cralle
Foundation, a project team is now exploring
ways of creating a tool kit of strategies, pro-
grams or materials that schools can use to help
create amore entrepreneurial environment.

Integral to the success of the effort, says
project director Joanne Lang, will be helping
teachers understand that they are entrepre-
neurs who have the flexibility to create inter-
esting and exciting learning opportunities. By
promoting creative, out-of-the box thinking
among educators, the project team hopes to
help create opportunities for children to expe-
rience entrepreneurial thinking, rather than
simply be exposed to lesson plans about en-
trepreneurship.

A request for proposals has been issued for
two schools to develop transferable materials
or exercises in school environments.

cannot expect a generation of entrepreneurs to
emerge and build a strong rural economy, an
outcome that would benefit urban as well as
rural areas, if it constantly hears that achieving
prosperity means leaving home. This message
of defeat needs to be replaced with one of
possibilities and potential. Like the Kentucky
Science and Technology Council and MACED,
we conclude that vigorous efforts are needed to
teach entrepreneurial thinkingnd to change
public perceptions.

To do so, we must broaden understanding
of the trends in our larger economy and their
implications  for the future of the
Commonwealth. This report and those that
have preceded it help make the case for re-
sponding to those trends by placing a far
stronger emphasis on entrepreneurship in
Kentucky. But Kentuckians need to hear from
their elected representatives at every level,
from community leaders, from teachers and
from all those who influence public
perceptions, that building a good life does not
necessarily require leaving this state or any
region of it. More Kentuckians must come to
believe and understand that opportunity can be
created in their communities. It does not

%6 For example, the commercial application of academic research products in Kentucky should be fully explored and any

lingering obstacles should be removed as soon as possible.

%7 R. Scott Fosler, “State Economic Policy: The Emerging Paradigroiiomic Development Quarterly Feb. 1992: 10.

98



Strategies for Change

necessarily liein the hands of someone, somewhere else.
As we report here, the importance of fostering a generation of entrepreneurs who will serve as
role models for subsequent generations cannot be overstated. We must move rapidly to integrate

Marketing Education

A program in Secondary Vocational Educatiq
Marketing Education teaches entrepreneurial g
cepts and functions through many of its cours
The program encourages students to consider

advantages of private ownership. Students
operate school-based enterprises such as a s
store, an advertising agency, a grocery store,
school bank.

Distributive Education Clubs of Americ
(DECA), a national student organization, ho
many events that allow and encourage studen
showcase their entrepreneurial skills. Events

or role playing with industry representatives
solve business problems or respond to ma
situations.

the importance of our free enterprise system ang tl”lﬁ

clude student or team preparation of business gla

images and lessons of entrepreneurship
into the curricula of elementary and sec-
ondary schools and make it a strong career
track in our institutions of postsecondary
education. As the Aspen Institute report
Nsrecommends, our vocational and technical
ONschools should build training in entrepre-
€Seurial skills into curricula, to enable
bOthore Kentuckians to master the market-
ace, aswell asthe skillsit demands.®® In

Ma¥ur postsecondary schools, the University

Lhapl| quisville is ‘setting the standard for
P éhtrepreneurial education, one that should
be emulated statewide. On every front, we
2 need to showcase the experiences of suc-
dScessful Kentucky entrepreneurs as exam-
S Bes and teach young and old of the
Nhossibilities as well as the practicalities of
'bRisiness ownership.
0 pat of the educational process is the
kefeed to expand ingtitutional understanding

and forge new traditions. From elected

leaders to economic development profes-

sionals, from banks to social service agencies, broader understanding of entrepreneurship can open
new possihilities. Clearly, as MACED has recommended, economic development professionals need
tools to tap the entrepreneurial capacity of the communities they serve. With ready access to new
skills, information and resources, these professionals and others can form new organizational alli-

ances and partnerships.

When more dliances like that
forged between Lexington’s Com:
munity Ventures Corporation anc
area banks emerge, the bankir
community, for example, can enabl
more low-income and poor Ken
tuckians to realize their dreams c
entrepreneurship. Likewise, an in
creased understanding of higlk
technology and knowledge firms
among loan officers would permit
banks to make more informed dec
sions and, in many cases, enable t
creation and development of thrivin
Kentucky firms. Social service pro-
viders who are equipped with the

munities t

tools to aid would-be entrepreneurs can recognize opportunity where there appeared to be none.

The path toward an economy based on
locally owned small business is unclear,
even to those who want to be on it. This
obstacle can be turned into an opportu-
nity if community leaders and economic
development professionals are given the
tools to formulate a blueprint for com-

hat want to diversify their

economic development efforts.

MACFD

%8 Rob Gurwitt, Developing Entrepreneurial Economies in Rural Regions: Lessons from Kentucky and Appalachia (Wash-

ington: The Aspen Institute, 1998) 21.
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Part of the educational process will, as the Kentucky Science and Technology Council has sug-
gested, require more entrepreneurs to step forward and assume roles of leadership, to use the bully
pulpit to argue for a new perspective and the resources needed to match the challenge it poses. Ulti-
mately, a more balanced approach to economic development at every level, one that places equal
emphasis on our internal capabilities, rather than our dependence on external decisions, will be re-
quired to marshal public support for entrepreneurship and unleash the considerable capacity within

our state.

Strengthen Support for Entrepreneurs
and Small Business

rom our survey of small business owners in Kentucky, we learned that few are aware of many
small business services in the state and those who are aware of them do not rate them highly.
Overal, only 14 percent of these respondents rated small business assistance services in the

Commonwealth as “good” while 44 percent rated them as “fair” and 42 percent said they are “poor.”
We also asked small business owners in Kentucky what state government could do to help entrepre-
neurs get started here. The largest percentage of responses referred to the need to address informa-

tion gaps by developing an information clearinghouse.

FIGURE 37
If state government could do one thing to help
small businesses get started in Kentucky, what would it be?

Create Information
Clearinghouse

Reduce
Regulations/Paperwork

Provide Tax Incentives

Reduce Taxes

Provide Financing

Other

0.0% 5.0% 10.0% 15.0% 20.0% 25.0%

Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997
Number of Respondents=346

30.0%

In some cases, most notably capital, our findings, as well as those of the Kentucky Appalachian
Commission, Kentucky Science and Technology Council, and MACED, suggest that information
about resources, rather than resources, is in short supply. As illustrated in Figure 37, small business
owners confirm the relatively low level of importance that is attached to financing relative to infor-
mation. If a need exists, it is for better marketing of the services available to assist entrepreneurs

rather than for capital to finance new and existing ventures.

The findings of our survey of Kentucky bankers also suggest a need for expanded technical as-
sistance to help more would-be entrepreneurs become viable candidates for traditional financing. As
illustrated in Figure 38, most bankers reported that recent applications for start-ups are of lower or
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the same quality as those they received five years ago. Only 23.6 percent of respondents find current
applications to be of higher quality than those received five years earlier. Though the lack of collat-
era plays asignificant role here, were sufficient, adequately marketed technical assistance available,
we would expect more bankers to rate current applications as higher in quality than those received
five yearsearlier.

To accurately gauge our programmatic capacity, a comprehensive assessment of the reach and
the effectiveness of small business services throughout the state should be conducted. The work of
the Kentucky Appaachian
Commission has rgsulted in an FIGURE 38
important foundation for such How would you assess the quality of recent applications for
an assessment. Many would-be start-up loans compared to five years ago?
entrepreneurs in the state may

. 60.0%
not have access to technical 49.4%
assistance that could help 50.0%
improve their “fitness for 40.0%
funding™ or help their 27.0%

. 30.0%
businesses become morg
profitable. Conversely, they 20.0% 1
may simply be unaware of 10.0%
services that are available tp 0.0% 1
them due to the lack of or thq Lower Quality Same Quality Higher Quality
ineffectiveness of marketing
Strateg'les or |nSUﬁ|C|er.1t budget fg[ﬁ;zrﬁ?f;li;izlrj\/:,{r,sfggtuckyLong-Term Policy Research Center, 1997
allocations for marketing. The
Kentucky Appalachian
Commission concludes that more single points of access and advice about what programs are best

suited to the entrepreneur’s needs should be made available to
quing services eliminate the present “fragmentation” of programs.
) ) } In any case, we must identify service delivery gaps and assess
available is futile the performance of existent services before we invest in new serv-
ices. If expansion is necessary, and our findings here suggest this is
unless They are a strong likelihood, the state should explore ways of effectively
widely used. partnering with other service providers or provide grants to private
nonprofit providers. Clearly, effective marketing of these services is
key to the success of any system of technical assistance and it
should be a strong component of any budget.

An accessible, interactive web site that provides comprehensive information about how to start a
business in Kentucky, where to get technical assistance, financing, employees, real estate, etc., must
become a high priority. MACED's plans to create a virtual entrepreneurship center offer a model, an
electronic gathering place where entrepreneurs can collect information they need and interact with
advisors who can guide them. On-line applications and key links to public entities such as the Small
Business Administration and Small Business Development Centers should be carefully constructed.
The network of entrepreneurs that both KSTC and MACED envision could also become linked to
the site. Such a site or sites must have a statewide rather than a regional orientation, however. If
state government is unwilling to assume responsibility for establishing and maintaining such a web
site or virtual entrepreneurship center, state funds could be made available to organizations like
MACED that are prepared to address what is clearly an unmet need.

As shown in Figure 39, small business owners were also asked what state government could do
to help firms like theirs succeed. Here, the discomfort business owners express with the burden of
paperwork and regulations may point to an area where remedies are needed. Undue burdens on

The Aspen Institute

29 Gurwitt 18.

101



Entrepreneurs and Small Business—Kentucky’s Neglected Natural Resource

small enterprises that lack the resources to dedicate staff or hire experts exact costs on struggling
firms and discourage many microentrepreneurs from formal entry into the economy. In either case,
the public good is not served. While state government can do little to address the regulatory de-
mands of federal laws, it can provide ready access to information that will assist small business
owners who must navigate these regulations and make its own regulatory demands as user friendly
and, KSTC suggests, as seamless as possible. One-stop services that are available online would be
theideal.

Likewise, many small business owners view tax burdens as excessive. This perennial complaint,
however, is not borne out by research, namely that of KPMG Peat Marwick, which found that Ken-
tucky has a competitive corporate tax structure.>® However, the need to facilitate the development
and growth of small firms may point to an area where adjustments are in order. Because start-ups
are so vulnerable during their formative years and the public good is clearly served by their success,

FIGURE 39
If state government could do one thing to help
small businesses like yours succeed, what would it be?

Provide Financing 10.4%

Other 10.7%

Provide Tax Incentives 15.2%

Create Information
Clearinghouse

Reduce Taxes 22,69
Reduce

Regulations/Paperwork 34.4%

0.0% 5.0% 10.0% 15.0% 20.0% 25.0% 30.0%

Source: Survey of Small Business Owners, Kentucky Long-Term Policy Research Center, 1997

policymakers may want to explore ways of providing tax reductions or deferrals during these crucial
developmental years. As with all incentives to business, we recommend that they be strategically
designed to realize the maximum public good, i.e., reserved for those small firms that create high-
value jobs, establish high-technology anchors, or help correct market weaknesses such as unem-
ployment, undereducation, etc.

While our discussion here centers on entrepreneurial potential, we cannot forget the extraordi-
nary wealth that small firms already bring to this state. Every effort should be made to enhance the
contribution these firms make to our economy, to strengthen their competitive capacity and, thus,
expand their contribution to the wealth of this state. Programs and initiatives that can strengthen
Kentucky's small businesses include:

» The Kentucky Technology Service, which assists small firms throughout the state in the
application of technology;

» Export development assistance to help small firms move beyond local markets;

e Formal network development to unite small firms with common interests and needs;

20 Barents Group LLC, Comparative Analysis of Kentucky’s Tax Struct(iéashington: KPMG Peat Marwick Co., July
1995).
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* Informal support network development to provide advice and counseling to entrepre-
neurs,

» Effectively marketed information about sources of capital, technical assistance, market-
ing, product research, the availability and skill of workers, training and other resources,
etc,;

»  Small businessincubators that help nascent businesses get on their feet;

e Accessto training in state-of-the-art business development strategies such as the World
Wide Web as a business tool, web site development, and electronic data interchange;

»  Development of pools of small businesses that give these employers access to more af-
fordable health insurance rates and other important employee benefit plans;

* Theecultivation of local development initiatives that understand the importance of entre-
preneurship and small business devel opment.

In every case, these are not programs or initiatives that any community in Kentucky should wait
for state government to deliver. Instead, entrepreneuria effortsto build a more enlightened approach
to development must gather energy and . .
commitment at the local level. Further, efforts Any community can start Iear‘nmg to

to assist entrepreneurs can be successfully  value its entrepreneurs. A community
developed and advanced a the local level.  cqn become the driver of this as easily

Indeed, the fundamentals of rural develop- h bli h .
ment offer tools for fostering entrepreneur- @S The public sector or The private

ship, including: leadership development sector.”

efforts focused on engaging community en- Janet Topolsky
trepreneurs; partnerships that unite diverse The Aspen Ingtitute
institutions and organizations in common

initiatives; regional cooperation that maximizes assets, extends the reach of initiatives, and permits
stronger collaborative efforts to leverage public and private resources; and a commitment to plan-
ning for the long term.

Focus Efforts at the Local Level

the cultivation and nurturance of small firms. We join the Kentucky Appalachian Commission,

KSTC and MACED in recommending that all services and any new resources allocated to fi-
nance gaps in our provider network be localized. While state government has a legitimate and im-
portant role to play in the advancement of entrepreneurship, our centralized efforts to assist small
firms should be focused on research, information, technical assistance, training for local developers
and providers, and grants to facilitate activity at the local level.

I ike palitics, economic development islocal. And no element of development is more local than

Exploit the Vast Potential of the Internet

o things are evident from our research: (1) small business owners in Kentucky are not using
the Internet to the extent they could, and (2) neither is state government. As a consequence,

most of Kentucky’s small businesses are missing out on the vast marketplace to which the
Internet is a gateway, one that will expand dramatically as security issues are resolved. We also find
that small business owners have, at best, a very low awareness of public programs to support small
business. In short, too few of the people these resources were designed to serve are even aware of
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their existence. To date, no state government web site offers timely, comprehensive information to

small business owners or would-be entrepreneurs. While the Cabinet for Economic Development

has produced an extraordinarily useful resource guide entitled “Kentucky Enterprise” in the past,
one that is again ready for publication, years have lapsed between updates and publication, state
funds have not been allocated for its publication, and no apparent mechanism exists for continual
updating. Were the information in this resource guide posted on the World Wide Web, it could be
routinely updated with relative ease.

In addition to exploiting the power of technology to close information gaps, public entities can
help encourage web site development by tracking its impact on commerce in the state, creating a
grants program that will enable local organizations to establish a presence on the World Wide Web,
training more entrepreneurs to develop web sites, and further loosening the reins on coal severance
dollars to include local web site development initiatives. Tapping the power of the Internet can offer
some local communities enormous development potential. Certainly, relatively isolated, rural re-
gions of the state that have not benefited from traditional recruitment may find a wealth of opportu-
nity on the World Wide Web.

Build Assets

significant obstacles is insufficient wealth. Bankers tell us that collateral is their most impor-
tant loan criteria, one that often cannot be met by prospective candidates for loans. Even some
nontraditional lenders now expect would-be entrepreneurs to provide some form of collateral, to risk
something of their own in the business venture they propose. In a state with comparatively low in-
comes and a high rate of poverty, the pool of individuals who can bring sufficient collateral to the
loan process is necessarily circumscribed.

Given the context in which we are challenged to fuel entrepreneurial growth, one of our most

"Income may feed people's stomachs, but
assets change their heads. When you
have a little bit of savings, it buffers you
from the everyday accidents and illnesses
that otherwise become crises. As those
savings grow, it encourages you to think
about a future better than the present—
to plan for and prepare for it. .. .it's di-
rectly connected to entrepreneurship, to
having a place to stand and the ability to

invest in yourself and your kids."
Robert Friedman
Corporation for Enterprise Development

Consequently, our constant challenge, that
of increasing wealth, particularly among
low-income Kentuckians, is central to the
entrepreneurial equation.

Here again, a strong programmatic
response at the local level is needed to
address the need for access to credit
among the poor and to help low-income
Kentuckians increase assets through such
vehicles as Individual Development Ac-
counts. While the public resources re-
quired to enable asset building are
minimal, the benefits could prove to be
exponential. Through grants to local or-
ganizations or financial institutions that
can construct and manage IDAs and ex-
tend small lines of credit, we can provide

the empowering tools of self-sufficiency to those who most need them. We can plant the seeds of
possibility in places where, for many, the hope of opportunity appears remote and unattainable. By
responding to a clear need, we can also address the root cause of the troubling proliferation of busi-
nesses that charge exorbitant interest rates on small, short-term loans made almost exclusively to the
poor.
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Strategies for Change

Address Inequities

and participation that are present in so many arenas are also evident in business ownership.
Indeed, the pace of growth in minority and women business owners in Kentucky lags behind
the nation, and few programs exist to address this imbalance. A recent study found that obstacles to
financing for female minority-owned firms, in particular, are formidable roadblocks that must be
addressed* Through broader investment in programs such as MACED’s WINGS, concerted efforts
to ensure equal opportunity lending and the creation and support of alternative lending sources,
Kentucky can begin to address the inequities that frustrate access to opportunity and prosperity.

The findings of a recent Governor's Commission suggest that the same gaps in opportunity

Conclusion

ied forms, it can achieve greater public good by becoming more entrepreneurial in its ap-

proaches to public service. To do so, public agencies and organizations must know the
environment, establish a dialogue with those whom they serve, fit products to citizen-customer
needs, relentlessly pursue improvements in the quality of services, and be prepared and willing to
innovate and change. The external environment most assuredly will. In short, an entrepreneurial
spirit throughout the public sector will be needed to breathe life and energy into the latent entrepre-
neurial potential of the Commonwealth.

The public sector has much to learn from successful entrepreneurs. In all of its many and var-

1 Maggie Jackson, “Minority Women Face Money Bidsstington Herald-Leader 28 April 1998: B-1.
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Conclusion

The larger economic context in which businesses must compete and workers must strive to

gain an economic foothold has changed dramatically. Competition is fierce and global in its

reach. The more successful, more competitive firms have fundamentally altered the way they

work to achieve greater efficiency, productivity and quality. The effects of these changes have been

profound. In millions of workplaces around the nation, fewer people do more work of a higher

quality. Patterns of employment have become far less centralized, as the nation’s firms and
governments have become purposefully smaller. While traditional employment is less certain today,

the economy is exploding with entrepreneurial opportunities for those with ideas, innovations, and

the drive to find a place for them in the world marketplace that hums around us. Small, sometimes
tiny, one-person, enterprises are seizing the business opportunities being scattered into the
marketplace. A select few are growing at a rapid pace, reminding us that every business, even the
world’s monolithic corporations, were once small firms struggling to succeed.

The future happening all around us compels attention to the development of timely, responsive
public policy. The challenge of expanding opportunity has grown far more complicated, even as the
resources and information available to us have expanded. Development is no longer simply a matter
of creating jobs, of recruiting “value-added” industries that will employ citizens of the
Commonwealth. Indeed, what the larger economy now values is no longer easily defined.
Information and the tools that enable its production, manipulation and dissemination now dominate
our economy, hardly the “goods” of the recent past. While it remains a cornerstone in our economy,
manufacturing is no longer a certain path to high-value jobs and enduring economic strength;
productivity leaps and global competition for cheap labor virtually assure declining employment in
this sector. In short, the circumstances that enable development have changed. In turn, public policy
must respond and be prepared to continue responding thoughtfully and nimbly if it is to answer the
challenge of creating opportunity for citizens of the Commonwealth.

Today’s development challenge demands that we shift our focus from the mobile industries we
have assumed will be the salvation of local economies to the cultivation of entrepreneurial capacity
and business development within the Commonwealth. As Peter K. Eisinger and others have argued,
“demand-side” policies that focus on local resources as a basis for growth can help diminish
counterproductive interstate competition and facilitate capital formation and the creation of wealth.
An entrepreneurial development approach represents a significant reversal of past policies,
movement away from the widely held notion that opportunity and prosperity lie in the hands of
someone somewhere else. It demands that we focus more, much more of our energies and our
resources on the considerable strengths that lie within our state, as we have with education reform.
In doing so, we can build on an already remarkably diverse economy that is dominated and driven
by small firms.

A more entrepreneurial approach to economic development offers many potential benefits to the
Commonwealth. Small firms, research shows, are not only creating the majority of jobs in today’s
dynamic economy, they are also creating the best jobs, jobs of value that contribute to the well-
being of families and the wealth of communities. Further, by focusing on our capacity for
development within the state, we can invest our economic development strategies with far greater
equity, creating opportunity in places where it is most needed rather than in places where mobile
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industries are most likely to locate. Further, an entrepreneurial approach to development that is
echoed in the language of public policy and in the approaches to development that we adopt is likely
to become an important catalyst for innovation in many other arenas.

Unlike mobile firms, small businesses are an integral part of the life of communities, linked to
people and places they are far less likely to leave than firms whose fates are orchestrated from
distant locations. Moreover, they generally possess sufficient flexibility to weather larger economic
storms and to adapt to changing market conditions more readily than large firms. Some researchers
conclude that small businesses are an indispensable element of vibrant, growing communities.
Indeed, many of the enormous difficulties posed by the challenge of rural development can be
overcome through the deliberate cultivation of entrepreneurial capacity and the development of
small businesses at the local level. By strengthening our infrastructure of support for
entrepreneurship and small business development, we can help more small firms succeed and more
small communities thrive.

anemic. Indeed, our resource-rich state suffers from a shortage of the very raw materials

that are believed to foster entrepreneurship. The enduring legacy of undereducation, a lack
of diversity in our population, and an inadequate store of management talent adversely affect our
ability to generate and sustain new enterprises. Moreover, we find that Kentucky entrepreneurs have
little familiarity with a variety of state and federal programs designed to assist them. Those who are
familiar with these services usualy find them less than satisfactory, suggesting that our
infrastructure of public support for entrepreneurial development is, at best, weak and, at worst,
ineffective. Among small business owners, government is viewed as more of a hindrance than a help
in development. Therefore, public response to the mix of raw materials we bring to entrepreneurship
may not be sufficient to counter circumstances that inhibit business development.

In spite of the inadequacy of the raw materials Kentucky brings to the entrepreneurial process,
we find outcomes indicative of far more strength than many are willing to attribute to our state.

Indeed, Kentucky may have significant latent entrepreneurial energy. The traditional aggregate
measures used to assess Kentucky's capacity for business development belie the very different
circumstances in which many Kentucky entrepreneurs live and work. Because our state is far more
rural than virtually every state with which it is routinely compared, the Commonwealth does not
fare well in analyses that focus exclusively on aggregate data. Many indicators of entrepreneurship,
we find, are biased in favor of more urbanized states. When we control for our state’s “ruralness,”
we find that data typically used to depict Kentucky’s anemic entrepreneurial capacity reveal a
different picture. While not an altogether rosy one, it is one of surprising strength given the
limitations of our entrepreneurial raw materials and the dilution of resources that result from the
rural nature of our state. To tap and increase our store of entrepreneurial capacity, further investment
in programs that cultivate, train and guide entrepreneurs and business owners are needed.

What we may not need is more capital. Indeed, we find that, contrary to widely expressed
concerns, sufficient traditional and venture capital may be readily available to qualified Kentucky
entrepreneurs. For the very small percentage of entrepreneurs who seek venture capital, we find that
readily accessible venture capital firms located in surrounding states are willing and eager to invest
in Kentucky firms, so long as they possess the requisite strengths that virtually every lender
expects—a good idea backed by some collateral, a solid business plan and a competent management
team. Indeed, as our depleted entrepreneurial resource base suggests, our problem, if we have one, is
not one of too little capital to finance entrepreneurial ideas. Instead, venture capitalists and bankers
concur, we have too few entrepreneurs who are genuinely ready to launch businesses.

In order to grow established small firms in our state as well as enable emerging ones, we also
must cultivate vision beyond our borders. Externally oriented export firms that see and tap more of
the potential of the marketplace that lies beyond their immediate environs are not only more likely
to grow and succeed, they are more likely to pay higher wages. Consequently, the low utilization of

Many have argued that the entrepreneurial energy emanating from Kentucky is, at best,
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Conclusion

the Internet that we find among small business owners may be constraining business growth and
development. The public good to be realized from increased use of the Internet for market research,
advertising, sales, purchases, recruitment and training, we believe, isclear.

in the Commonwealth. Here, the aging of our population and the movement of more retirees

to rura destinations in Kentucky will create distinct new markets and new business
opportunities. Moreover, we can expect more older citizens to venture into business ownership as
they remain vigorous and active for a longer time and seek income to supplement retirement
provisions. Everywhere, globalization and information technology will continue to influence the
economy, stimulating competition while creating opportunity. How quickly and effectively
appropriate members of our business community utilize the Internet may exert a strong influence on
the future of our economy.

On the capital front, bank consolidation will continue to change the character of banking and
perhaps the role that these institutions play in financing small firms. While many see a future of
diminished capital from these traditional institutions as once well-established relationships are lost
in corporate acquisitions, others predict an era of increased professionalization and innovation in
banking practices, spurred by competition. Our findings suggest that the latter is the more likely
scenario. Certainly, Kentucky’s largest banks manage most of the volume of small business loans.
And the once-conservative market for small business lending has changed. Already, some banks are
aggressively competing for small business loans. Moreover, a recent national survey finds that more
small firm owners report borrowing from banks than in past years, though many are unhappy with
changes in their banking community.

In years to come, as we contend with the fallout from welfare reform, the smallest of small
firms—microenterprises—are likely to garner increased attention and public investment, as new
labor force entrants seek opportunities at the edge of our economy. Lessons in microenterprise
development from the poorest nations of the world are already informing our approaches to
cultivating and capitalizing would-be entrepreneurs who historically have been excluded from the
economic mainstream. By broadening access to credit and to programs that nurture entrepreneurial
skills and by enabling the accumulation of assets, we can adopt a far more empowering response to
poverty than in the past.

Because small firms, some of which began as sole proprietorships or microenterprises, are
creating high-quality jobs and, in many cases, experiencing exponential growth, we need no longer
look to the outside world for the possibility of generating wealth in Kentucky. Instead, we need to
capture more of the spirit of enterprise within the people of this state and their communities and to
examine the effectiveness of our response to small businesses and would-be entrepreneurs. Our
research suggests that we are doing too little to cultivate entrepreneurial talent and enable business
development. As some of the most dynamic economies in the world have demonstrated, we can
build a far more innovative and entrepreneurial culture, one that responds to the needs of people and
firms and that creates wealth and opportunity.

In doing so, we will discover and make possible new opportunities in unexpected places across
the Commonwealth. Perhaps more important, we will begin changing the mindset that has imprinted
upon generations of Kentuckians the belief that they must leave their home state in order to prosper.
Through the development of a far more entrepreneurial economy, we can transform the
Commonwealth from a place that citizens return to in their retirement years after they have
accumulated wealth in another place to a place where people can build wealth, whether they are
young or old. And we can begin to counter the misguided notion that the best hope for rural
Kentucky is the migration of its unemployed and underemployed to urban areas with temporary
labor shortages. While our highly mobile labor force will continue to adapt to economic
circumstances as needed, the public suggestion that abandonment is a solution to rural economic
shortcomings runs counter to the larger, widely shared goal of retaining more young people and

q s we look to the future, a range of trends will influence business formation and devel opment
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more of the state’s best and brightest. Beyond our already strong urban triangle, rural as well as
urban areas across the Commonwealth hold enormous potential for small business development by
people who consciously choose the quality of life small towns offer. Through policies and practices
that enable entrepreneurship and small business development, we can help more of these individuals
create and spread wealth. We can capture more of the enterprise within us.
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